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Cases taxing an employee on commissions 


on sales to himself threaten other fringes 


The 


Government’s success in convincing 


by JAMES S, EUSTICE 


circuit courts in three recent cases that a 


salesman is taxable on commissions on sales made to himself extends the applica- 


tion of the doctrine that bargain purchases by an employee are compensation. 


Mr. 


Eustice’s analysis of these and older landmark cases in the field shows that the 


IRS here has the judicial precedent to justify taxation of many fringe benefits 


heretofore overlooked. In the present climate of hostility to expense accounts and 


other untaxed employee benefits, it is not likely that the implications of these cases 


will be ignored by the IRS. 


PQ HE cases of Daehler,) Ost- 
heimer,2 and Minzer® have served to 


RECENT 


focus attention on a relatively new and 
intriguing facet of the so-called bargain- 
purchase problem.‘ Basically these cases 
held that 
individual taxpayer from his own pur- 


commissions received by an 
chases of property were taxable income. 
The Daehler 
salesman, and the Minzer and Ostheimer 
life 
who received commissions on purchases 
The 
issue may be simply put, but the diffi- 


case involved a real estate 


cases involved insurance salesmen 


of property for their own account. 


culties experienced by the courts in re- 


solving this particular problem are 


graphically the 
and diversity of the respective opinions 


illustrated by number 
rendered thereon. 
The issue, simply stated, is whether 


such commissions represent 
the taxpayer- 
purchasers or whether they are merely 
a non-taxable reduction of their cost for 


the property (i.e., a saving of their own 


personal 


service compensation to 


commission charges). In resolving this 
problem, the courts were faced, actually 
host of related 
factors involving such areas as: 
the 
come in the statutory sense; the bargain 


or impliedly, with a 
income 
in Constitutional sense versus in- 
sub- 
the effect of long- 


standing administrative interpretation; 


purchase rule; imputed income; 


stance versus form; 


and factors of administrative 
convenience, i.e., ease of enforcement, 
regulation, and collection. It can readily 
be seen that these decisions involve basic 
and far-reaching questions inherent in 
the general definitional pattern of the 
term income. In fact the very difficulty 
the courts experienced in classifying 
these particular cases suggests that per- 
haps this question may be one of first 
impression not merely 
aspect of the bargain-purchase rule. 

There been fears that a 
field of taxability for “do it yourself” in- 
come has been opened up by these de- 
cisions, fears should be 
pelled after a careful reading of the 
reasons advanced by the courts in sup- 


valuation; 


and another 


have new 


but such dis- 


131 TC 722 (1959), non-acq., rev'd, — F.2d — 
(CA-5, 1960), 60-2 USTC pegf. 9565. 


2160 F.Supp. 669 (D.C. Pa. 1958), aff’d, 264 F.2d 


789 (CA-3, 1959), cert. denied, 361 U.S. 818 
(1959). 
$31 TC 1130 (1959), rev’d, — F.2d — (CA-5, 


1960), 60-2 USTC pef. 9493. 

* The bargain-purchase rule is a well recognized 
and long-standing doctrine that a person does not 
presently realize taxable income upon an arm’s- 
length purchase or acquisition of property at a 
price less than its then fair market value. Palmer, 
302 U.S. 63 (1937) (dictum); Everhart, 26 BTA 
318 (19382); Knop, 2384 F.2d 760 (CA-8, 1956); 
Pellar, 25 TC 299. This is because taxable gain is 
normally realized upon the disposition of property 
and not upon its purchase or acquisition. The dis- 
count element is thus preserved in a reduced basis 
for the property and is eventually recaptured upon 
the disposition of the property (or through re- 
duced depreciation deductions if the property is 





port of their conclusions. However, these 
cases may signify a stepped-up campaign 
on the part of the Commissioner against 
certain non-cash fringe benefits that, up 
to now at least, have been considered 
generally non-taxable to the individual 
recipient.5 Thus, their significance as 
part of a trend toward expanding the 
sweep of the gross income provisions 
should not be underestimated. 

The Daehler® case involved a real 
estate salesman who purchased property 
for his own account during the taxable 
year 1952. Daehler was employed as a 
salesman by Anaconda, a local real estate 
brokerage firm, but the property pur- 
chased by him was not listed with Ana- 
conda—the exclusive listing was with the 
seller’s broker. In the event the sale of 
this property was made through an- 
other broker, the commission would be 
shared on a 50-50 basis, was the 
custom of the local trade. When the sale 
was eventually consummated, Daehler 
paid the full contract price, which re- 
flected the broker’s commission therein. 
Anaconda received one-half of the 10% 
broker’s commission from the original 
broker and, in turn, Anaconda then paid 
Daehler 70% of its share of the com- 
mission under its contractual arrange- 
ment with Daehler governing all sales 
effected by him. Thus, in form Daehler 
paid the full purchase price (including 
commissions) and then received back the 
same commission he would have earned 
had he effected a sale to someone else.? 

The majority of the Tax Court, with 
five dissents, held that Daehler had 
taxable (This decision was 
reversed on appeal.) The Tax Court 
said that the substance of the arrange- 
ment involved merely a reduction in the 
purchase price paid for the property by 
the taxpayer. The 314% 
the taxpayer received in this case 
substance, said the court, merely a sav- 


as 


income. 


“commission” 
was, in 


depreciable property). To this general rule of non- 
taxability, however, there are two well-established 
exceptions: (1) An employee’s bargain purchases 
from his employer are taxable as compensation— 
Reg. 1.61-2(d) (2); Smith, 324 U.S. 177 (1945). 
(2) A shareholder’s bargain purchases from his 
corporation are taxable as ordinary distributions 
under Section 301—Reg. 1.301(j). These latter 
situations are not considered to be arm’s-length 
purchases by the taxpayer, and thus the discount 
element is presently taxed at the time of acquisi- 
tion. For a recent illustration of employee taxa- 
bility in a bargain purchase situation, see LoBue, 
351 U.S. 243 (1956), involving bargain purchases 
of stock by an employee from his employer. 

5 E.g.: courtesy discounts; group discounts given 
to employees of a particular company by mer- 
chants; free lunches; executive dining rooms; 
group term life insurance; interest-free loans; 
company cars, yachts, resort property and apart- 
ments; free club memberships; and liberal expense 
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ing of his commission acquisition costs, 
derived from the fact that he was the 
person entitled to that portion of the 
commission this particular trans- 
action. The Tax Court's citation of the 
Second Circuit’s decision in Benjamin 
vy. Hoey® indicates that they considered 
this element of the transaction merely 
a formalistic bookkeeping payment by 
Daehler to himself and, as such, it was 
not taxable as income. The Benjamin 
case, which will be analyzed in greater 
detail at a later point, held that a tax- 
payer did not realize income in the Con- 
stitutional sense when he paid commis- 


on 


sions on his own trading transactions to 
himself as a partner of a stock broker- 
ge firm, stating that “what one pays to 
one’s self cannot be part of one’s in- 
In 
from 


come.” other words, a 


transfer of 
pocket to another 


pocket by the same taxable entity does 


money one 
not artificially create taxable income. 
The minority opinion, on the other 
ind, was convinced that Daehler’s com- 
mission represented taxable compensa- 
tion to him for personal services ren- 
dered as an employee to his employer. 
These: judges reasoned that the size of 
Daehler’s commission was determined 
by his volume of business, and the par- 
ticular sale in question counted in such 
determination, even though it was for 
The dissenters 


also noted that the seller, in computing 


Daehler’s own account. 
his gain or loss on the sale of the prop- 
rty, would reduce his sales proceeds by 
full 10% commission in arriving at 

his amount realized and taxable gain or 
ss on the sale—and, as a corollary 

thereto, Daehler’s for this 
property should be the full purchase 
price paid (i.e., inclusive of the full 10% 
mmission). Otherwise, this tax benefit 

the seller might escape eventual taxa- 


cost basis 


tion if it is merely reflected in a re- 
duced basis for the property in the hands 


ounts. For a recent hardening of its position 
the Internal Revenue Service in the employee 
pense account area see TIR 198; Letter from 
nmissioner to Business and Trade Associations, 
CCH 1960 Stand. Fed. Tax Rep. 4 6252; Rev. Rul. 
244, 1959 IRB 30, at 6; Reg. 1.162-17. 
Supra note 1 
the event one of Anaconda’s salesmen became 
purchaser of property listed with Anaconda, 
the sale would be effected in the following manner: 
e owner of the property would be advised that 
commission would be charged on the price he 
to receive. The salesman-employee would then 
two payments—one of the quoted price to 
seller and the other to Anaconda in the amount 
would have been Anaconda’s share of the 
mmission had the sale been made to an outsider. 
jut this procedure was not followed in the instant 
ase, since the property was not listed for sale 
ith Anaconda but was listed with the seller’s 
oker. Had this been a case where the taxpayer 


of the purchaser. But this is merely the 
same net effect as would normally occur 
in the usual bargain purchase situation. 
However, this fact was not mentioned by 
these judges. 

There was no agreement between the 
seller of the property and Daehler that 
the price would be reduced by any re- 
bate or discount, said the dissenters— 
in other words, this case did not involve 
a true bargain-purchase situation in the 
opinion of the minority. The court also 
noted that Anaconda was entitled to de- 
duct Daehler’s commission on its return 
as a business expense for compensation 
paid to its employee, and accordingly, 
Daehler should thus be required to in- 
clude this amount as income. 


Ostheimer—district court 

The Ostheimer® case involved a life 
insurance special agent! who purchased 
policies on the lives of several relatives 
and business associates from two of the 
eleven companies he represented. The 
taxpayer was the owner and beneficiary 
of these policies and paid the premiums 
The 


thereon. years 
1947 through 


taxable involved 

1949. The Dis- 
trict Court for the Eastern District of 
Pennsylvania held in favor of the Gov- 


ernment that the commissions received 


covered 


by the taxpayer on these purchases con- 
stituted taxable compensation for serv- 
ices rendered and not a reduction in the 
cost of the purchased policies. The court 
rejected the taxpayer’s bargain-purchase 
argument on the ground that state law 
prohibited insurance companies from 
selling life insuarnce policies at a dis- 
count by requiring uniform premium 
charges for all policies sold.11 The court 
was also impressed with a “long-stand- 
ing administrative interpretation” that 
commissions earned by life insurance 
salesmen on policies purchased for their 
own accounts were taxable income to 
had purchased property listed with Anaconda, per- 
haps he would have been in a stronger position 
than the actual facts of the instant case, since in 
this situation no cash would have been paid by 
Anaconda to Daehler, and Daehler could point to 
an actual reduction in the purchase price of the 
property, due to the reduction in the broker’s fee 
charged by Anaconda on his purchase. In other 
words, Daehler would have purchased the property 
without receiving any payment for his own brok- 
er’s fee. 

8139 F.2d 945 (CA-2, 1944). 

* 160 F.Supp. 669 (DC Pa. 1958). 

19 Although the opinion of the court is not com- 
pletely clear on this point, it would seem that the 
taxpayer was a broker or independent contractor 
in this case rather than an employee, since the 
taxpayer’s contracts with the companies he repre- 
sented expressly stipulated that an employer-em- 
ployee relationship was not intended. 

11 The taxpayer argued that his gross premium 
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[Mr. Eustice is a member of the New 
York and Illinois bars; he has been an 
associate in the tax department of the 
New York law firm of White and Case; 
he is now an Assistant Professor of Law 
in the tax program at the New York 
University School of Law. He is also 
associate editor of Tax Law Review.| 





The 
that the taxpayer was 


the salesmen.1!2 concluded 
hired to procure 


life insurance policies for the perform- 


court 


ance of these services and that he was 
to receive a stated fee in accordance with 
this contractual agreement. This is exact- 
ly what occurred here, said the court; 
the taxpayer procured a policy buyer 
for his company and for this he was 
paid his contractual commission. The 
fact that the policies were not on the 
lives of strangers and that the taxpayer 
was the purchaser did not change the 
character of the taxpayer’s receipts in 
the eyes of this court. 


Minzer—Tax Court 

The Minzer! case involved facts strik- 
ingly similar to the Ostaeimer case, ex- 
cept that in Minzer the taxpayer was 
clearly a broker or independent con- 
tractor (as opposed to an employee), and 
the policies were on his own life rather 
than those of his family and business 
associates. The taxable year before the 
1954. the facts 
were substantially the same, except that 


court was Otherwise, 


in this case the Tax Court held in favor 


of the taxpayer—but not without some 
difficulty, one gathers from the numerous 
dissents and concurrences. Only six of 


the sixteen members of the Tax Court 
joined in the majority opinion. Seven 


members dissented in three separate 


opinions; one concurred without opin- 
ion; and two joined in a concurring 
opinion to put their pro-taxpayer posi- 
tion in even stronger terms. 


payments were calculated to cover three elements 
of cost—a contribution to the company’s policy re- 
serve fund; administrative costs of the company; 
and the salesman’s commission. The receipt of a 
commission on this deal, argued Ostheimer, had 
the effect of eliminating the third element (i.e., 
salesman’s commission) from his net premium 
costs and allowed him merely to purchase the poli- 
cies at wholesale cost. Because of his status as an 
agent, said the taxpayer, he obtained an economic 
reduction in his gross premium costs equal to the 
commission element inherent therein. 

12 T.D. 2137, 17 Treas. Dec. 48 (1915); GCM 10486, 
X-1 CB 14 (1932); Rev. Rul. 55-278, 1955-1 CB 221 
(1955). However, it was not until the 1955 ruling 
that the Commissioner extended this treatment to 
brokers as well as employees; before that time the 
rulings charged life insurance agents with income 
in such a case only if a relationship of employer 
and employee existed. 

18 Supra note 3. 
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The majority opinion commenced by 
stating that the form of the transaction 
was not material to the decision of the 
issue involved—i.e., whether the taxpayer 
paid net premiums to his employer after 
subtracting his commission or whether 
he remitted the full premiums and re- 
ceived back a check for his commission 
was of no consequence. The court then 
went on to state that the Commissioner’s 
bargain-purchase Regulations,14 taxing 
employees on the discount element of 
property purchased from their employ- 
ers, did not apply to this case, since the 
taxpayer was a broker rather than an 
employee. The court concluded that the 
net reduction in cost on the purchase 
of his own insurance did not result in 
compensation to the taxpayer. The case 
was compared to the position of a stock 
broker with a seat on a stock exchange 
who bought and sold for his own ac- 
count or to a broker 
disposed of property for 
his own account. The fact that such per- 


real estate who 


acquired or 


sons are able to purchase property for 
their own accounts at a net price (or 
which the 
sion that would otherwise be applicable 


wholesale cost), in commis- 
is eliminated and they thereby obtain 
an economic advantage over other per- 
sons, does not constitute a realization of 
taxable income within the meaning of 
the revenue laws. The court offered, as 
a further example, a salesman who pur- 
chased one of his employer’s products 
for his own consumption at a net price, 
did include 
commission that would otherwise be re- 


which not his salesman’s 
flected in the price of the merchandise, 
stating that the salesman clearly did not 
realize taxable income from such a 
transaction. 

Ihe court was not impressed with the 
Commissioner’s argument that local law 
required the insurance companies to 
charge the full price for the insurance 
and that the taxpayer was paid a check 
for what was termed a “commission.” 
This they felt was only semantics, and 
the word “commission” was only a verbal 
trap when applied to the reduction in 
The 
court also gave short shrift to the Com- 


cost of a broker’s own insurance. 


missioners’ long-standing administrative- 
interpretation argument by noting that 


it was not until 195515 that brokers were 
taxed on this type of transaction and the 


14 Reg. 1.61-2(d) (2). See also Reg. 1.421-6, dealing 
with bargain purchases of stock or property by an 
employee. 

1S Supra note 12. 

16 Thid. 
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taxable year before the court was 1954. 
In fact, its long-standing administrative 
interpretation was that a reduction in 
cost of a broker’s own insurance was not 
income, noted the court, and this in- 
terpretation continued beyond the tax- 
able year before the court. 

The two concurring judges put their 
opinions in even stronger terms, stating 
that all of the above Treasury rulings!® 
were erroneous, unauthorized, and with- 
out any reasonable basis for support. 
These members of the court felt that 
an ordinary salesman of property or 
goods, who derives his compensation by 
way of commissions on sales to pur- 
chasers, cannot be said to realize taxable 
income when he buys for himself that 
which he has engaged to sell to others 
and remits only the net price to his prin- 
cipal after deducting his commission. 


Tax Court dissenters 


However, the dissenters, in three 
separate opinions, felt that the commis- 
sions were clearly taxable as compensa- 
tion for services rendered by the tax- 
payer. One opinion felt that no distinc- 
tion could be made between commis- 
sions earned by Minzer on applications 
submitted to his companies for insur- 
ance on his own life and commissions 
earned by submitting applications for in- 
surance on the lives of others. In each 
case he rendered a service to his em- 
ployer for which he was entitled to a 
commission.17 Minzer was not rendering 
a service to himself when he applied for 
insurance on his own life; neither did 
he pay himself for submitting the ap- 
plication. Rather, the insurance com- 
panies paid him, and they did so on 
exactly the same basis as they paid him 
for submitting applications on the lives 
of others. In other words, the taxpayer 
paid for part of the cost of these policies 
with his personal services (i.e., that part 
of the cost of the policy for which he 
received the commission), and this dis- 
count or commission, regardless of the 
form of the transaction, was, therefore, 
taxable as compensation to him. 

The dissent felt that no discount in 
fact occurred in this case, since state law 
prohibited discounts or rebates in pre- 
miums, requiring uniform premium 
charges for life insurance policies. Thus 
the taxpayer did not, and could not 


17The opinion noted that the company treated 
these commissions on its book as compensation for 
services rendered by Minzer and also reported 
them as such, either on Form 1099 or on Form 
W-2, to the Treasury. 


under local law, receive a discount on 
his premiums. Taxpayer paid the full 
premium for the insurance value he re- 
ceived and was paid in turn what the 
insurer owed him for his services, just 
as he might have been paid rent or in- 
terest or a legal fee if their relationship 
had called for it. The long-standing ad- 
ministrative interpretation was deemed 
persuasive by the dissenters, and the ma- 
jority’s distinction between a broker and 
an employee was considered to be with- 
out substance. 

The second dissenting opinion stated 
that these commissions represented a 
clearly realized economic gain within 
the meaning of the gross income pro- 
vision of the Code,1§ stating that here 
there was clearly no lack of realization, 
and here the amount of the gain was not 
theoretical or conjectural but actual in 
terms of dollars and cents. This opinion 
attacked on three grounds the majority's 
conclusion that, since an employer-em- 
ployee relationship did not exist, the 
payments were not compensatory and, 
instead, were reductions of 
thus not income. First, this judge stated 
that an employer-employee relationship 
was not a necessary requirement for 


cost and 


taxability in the case—the payments still 
were compensation for services rendered 
whether or not Minzer was an employee. 
Secondly, reductions in the cost could 
clearly be compensation, and the court 
should be chary in suggesting that such 
fringe benefits were insulated from taxa- 
tion. Lastly, the court noted that the 
benefits did not have to be compensatory 
to be taxable under the general clause 
of Section 61(a) taxing “all income from 
whatever source derived.” This judge 
was not impressed with the majority 
opinion’s examples of real estate brokers 
and stock brokers purchasing property 
for their own accounts net of their com- 
missions, noting that the payments there 
were by the same taxpayer to himself 
or merely a transfer from one pocket to 
Here 
not paid by the agent to himself but 


the other. the commission was 
was paid to him pursuant to a con- 


tractual obligation by the very com- 
panies on whose behalf he sold insur- 
ance. The third dissenter merely stated 
that the taxpayer received taxable com- 
pensation from the economic benefits 


in this case, and the character thereof 


18 1954 IRC Section 61(a). 

19 Supra notes 1, 2, and 3. 

20 LoBue, 351 U.S. 248 (1956); Glenshaw Glass, 
348 U.S. 426 (1955); Helvering v. Clifford, 390 
U.S. 331 (1940). 
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was not affected by questions of whether 
he was a broker or an agent or whether 
the amounts in question were paid to 
him or merely deducted in advance from 
the premiums he remitted. 


Results on appeal 


The Commissioner was successful in 
sustaining taxability in all three of 
these cases on appeal.1®9 In Ostheimer 
the Third Circuit affirmed the district 
opinion, and in Daehler and 
Minzer the Fifth Circuit reversed the 
holdings of the Tax Court. The Third 
Circuit, in the Ostheimer case, held that 
no bargain purchase was involved in 
this situation, since the taxpayer paid 
the gross price required by law to be 
charged all insurance purchases. It was 


court 


only because the taxpayer was an agent 
for these companies that he received the 
commissions. 


This conclusion made it 


for the court to consider 


the Government’s alternative argument 


unnecessary 


that, even if a bargain purchase was 
present, the taxpayer secured an eco- 
nomic benefit, by virtue of his employ- 
ment relationship not otherwise avail- 
able to the public, that was clearly tax- 
able as income. In reaching its decision, 
the court thus adopted the formalistic 
view of this transaction (condemned as 
mere semantics by the Tax Court in 
Minzer) as one involving the payment 
of the full price for the policies by the 
taxpayer and the receipt back of his 
regular contractual commissions there- 
on, which were taxable as compensation. 
\ clue to the court’s approach to this 
problem is provided by its citation of 
certain Supreme Court cases,29 hoiding 
generally that the sweep of the gross in- 
come provision of the Code is very 
broad, indeed as broad as the Sixteenth 
Amendment's that term. The 
Court was also impressed by the argu- 


use of 


ment of long-standing administrative in- 
terpretation, which had held for taxabil- 
ity of insurance salesmen’s commissions 
on their own insurance, and these rul- 
ings were given great weight by the 
court. The court 
Benjamin v. 


also distinguished 
Hoey?! as inapposite to 
this problem, since in the instant case 
separate taxable entities were involved 
whereas in the Benjamin case the tax- 
payer was in reality paying the commis- 
sions to himself because a partnership 


“| Supra note 8. 

22 Ibid. 

* Ibid at 946. However, in Toy, BTA Mem. Dec. 
pef. No. 42,452 (1942), the Court found taxability 
in a somewhat similar case involving a real estate 


was not deemed to be an entity separate 
from its partners. The court refused to 
follow the reasoning of the Tax Court 
in the Daehler case, preferring instead 
the dissenting justices’ views in that de- 
cision. Lastly, the court rejected the tax- 
payer’s independent-contractor argu- 
ment, stating that the contracts between 
the taxpayer and his companies were 
forms of employment (and the employer 
had paid Social Security taxes). 

Similarly, the Fifth Circuit, in re- 
versing the Tax Court’s decision in the 
Minzer case, held that the taxpayer’s 
commissions on his own insurance were 
taxable compensation and not a reduc- 
tion in cost. The court rejected the Tax 
Court’s broker-employee distinction, 
Statitng that the “tag with which the 
parties label the connection between 
them” does not determine the tax inci- 
dence of receipts which are obviously 
compensation for services rendered. The 
court stated the fundamental reason for 
its holding as follows: 

“The agent ... is to receive . . . com- 
missions as compensation for his serv- 
ices to the company in obtaining the 
particular business’ for it. The service 
rendered to the company, for which it 
was required to compensate him, was no 
different in kind or degree where the 
taxpayer submitted his own application 
than where he submitted the applica- 
tion of another. In each situation it was 
the same obligation of the company, the 
obligation to pay a commission for the 
production of business measured by a 
percentage of the premiums. In each 
situation the result was the same to the 
taxpayer. The taxpayer obtained insur- 
ance which the companies were pro- 
hibited from selling to him at any dis- 
count. It cannot be said that the insur- 
ance had a value less than the amount 
of the premiums. It must then be said 
that a benefit inured to the taxpayer to 
the extent of his commissions.” 

The court also felt that its result was 
supported by the long-standing adminis- 
trative interpretation of the Treasury 
in this area and by the Third Circuit’s 
decision in Ostheimer. Subsequently, the 
Fifth Circuit in a brief opinion likewise 
reversed the decision of the Tax Court 
in Daehler, stating that the principles 
of the Minzer case applied with equal 
force to this situation. 


brokerage partnership. But in the Toy case the 
taxpayer-partner purchased real estate listed with 
his partnership, and the partnership received the 
brokerage commission from a third party—the 
seller. Here the taxpayer did not pay the commis- 
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The full scope and perspective of 
these cases cannot be fully appreciated 
without considering the Second Circuit's 
decision in the case of Benjamin v. 
Hoey,?2 which has been taken into ac- 
count in all of these recent decisions. 
The taxpayer therein was a 38% part- 
ner in a stock brokerage firm, the in- 
come of which included commissions on 
the partner’s own trading activities. The 
Second Circuit held that such partner 
was not taxable on his distributive part- 
nership share insofar as it was attribu- 
table to the commissions on his own 
trading. The court was impressed by 
the argument that, if the taxpayer had 
had no partners, no one would then 
have thought of saying he had income 
from crediting commissions to himself; 
that “what one pays to one’s self can- 
not be part of one’s income”; “that a 
partnership is generally not a distinct 
entity”; and, “that if the Statute called 
for a tax here, it would perhaps be un- 
constitutional,” i.e., not authorized by 
the Sixteenth Amendment. The precise 
views of Second Circuit were somewhat 
Delphic; the court merely summarized 
the taxpayer’s argument and then said, 
“With the foregoing argument we gen- 
erally agree.’’23 

The distinction between the Benjamin 
case and the Ostheimer and Minzer de- 
cisions is readily apparent—viz., the 
taxable 
entities (employer and employee), where- 


latter cases involved separate 
as the Benjamin case involved a partner- 
ship and a partner, which were not, at 
that considered to be 
separate taxable entities. However, the 
recent trend in the rules of partnership 
taxation has toward the entity 
theory of taxability, especially since the 


time at least, 


been 


enactment of the partnership provisions 
of the 1954 Code. A partnership itself 
is still not a separate taxpaying entity 
under these provisions; nevertheless, 
70724 of the Code expressly 
treats a partner and his partnership as 


Section 


separate entities for purposes of sales 
or exchanges of property between a part- 
ner and his partnership and for pur- 
poses of the payment of guaranteed sal- 
aries by the partnership to its partners. 
Thus, a present court would find it more 
difficult to declare in such sweeping 
terms as the Benjamin case that a part- 
nership is not a separate taxable entity. 


sion to himself, as in the Benjamin case, and the 
facts in the Toy case are actually more analogous 
to the Daehler case than they are to the Benjamin 
situation. 

241954 IRC Section 707. 
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is submitted that as a 
general rule the partnership itself is not 


Nevertheless, it 


considered a separate taxable entity;5 
and the so-called entity approach in this 
area has been adopted only on a selec- 
tive basis.26 Despite this evident trend 
toward the entity rule in the 1954 Code, 
it is believed that the Benjamin case 
the 
that 
actual payments by a taxpayer to him- 
self the interposition of a 
separate taxable entity) would not create 
The _ elaborate 
taken by the Fifth and Third Circuits to 
distinguish the Benjamin case illustrates 


would still be decided in favor of 


taxpayer even at this time and 


(without 


taxable income. care 


that the principles of that decision are 
still very much in force. Even the Gov- 
ernment in its appellate briefs in the 
Ostheimer, Daehler, 


did not claim otherwise. 


and Minzer cases 

It is interesting to note that through- 
out the numerous court opinions in 
these cases, each side accused the other 
of mere semantics and of falling into 
verbal traps. Certainly it would appear 
that those judges who held for taxability 
of the commissions adopted the more 
mechanical approach to the question— 
viz., in Ostheimer and Minzer the pro- 
Government judges relied heavily on the 
state laws that prohibited bargain sales 
of life 


prior administrative-interpretation argu 


insurance policies and on the 
ment. In addition, these judges cited cer- 
tain Supreme Court decisions? that held 
that the sweep of the 
Code 


Amendment 


gross income pro- 
as the 
that all 
realized accretions to wealth are taxable 


vision of the is as broad 


Sixteenth and 
income unless specifically excluded by 
the statute, which of course was not the 
case here. Those judges favoring tax- 
ability visualized the transaction as in- 
distinguishable from the usual case 
where the taxpayer received commissions 
on the sales of property to outsiders, and 
the payments to the taxpayer were in 
discharge of the employers’ contractual 


obligation to pay a commission for per- 


5 See, e.g., Reg. 1.701-1 (1956), stating, “‘Partner- 
ships as such are not subject to the income tax 
imposed by subtitle A... .” 


26 See, e.g., 1954 IRC Sections 731, 741, and 751, 
dealing with distributions by a partnership to its 
partners and sales of an interest in a partnership, 
where the partnership is treated as an entity sep- 
arate from its partners for these purposes. 

*7 Supra note 20. 

*8 Reg. 1.61-2(d) (2). See also Reg. 1.421-6, dealing 
with Kafgain purchases of stock or property by an 
employee: 

2° Supra note 20. 

°° Supra note 28. But cf. Reg. 1.421-6(b) (2), 
where the distinction between an employee and an 


indenendent contractor still carries significance. 
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sonal services rendered. Thus, the cir- 
cuit court opinions viewed these cases 
on a rather narrow ground; i.e., as trans- 
actions where in form a full purchase 
price is paid and then something called 
a commission is received back. 


Bargain purchase v. compensation 


But even had the Ostheimer and 
Minzer cases involved situations where 
the form of the transaction was one of 
a single payment by the employee at a 
discount price, the Regulations?® ap- 
proved by the Supreme Court in the 
LoBue?® case clearly provide for treat- 
ing this discount element as “compensa- 
tion” income; so reliance by the tax- 
payer on a_ bargain-purchase 
presumably should not change the end 
result. For this reason it is submitted 
that the ultimate decisions in the Ost- 
heimer and Minzer cases are correct (at 
least in their result) and, in fact, were 
probably required under the doctrine 
of the LoBue case that employee bargain 
purchases of property from their em- 
ployers are taxable income to the em- 
ployees. 


theory 


The taxpayers in the Ostheimer and 
Minzer received a realized 
readily measurable economic advantage 


cases and 
solely by virtue of their status as repre- 
sentatives of these insurance companies; 
and whether that advantage came in the 
form of a cash commission on. their own 
purchases or in the form of a reduced 
purchase price from that which was 
charged to the public in general should 
not affect the conclusion that this eco- 
nomic advantage is taxable income to 
the employee. That advantage flowed 
from the employer to the employee by 
virtue of the employment status and 
is properly taxable as 
under Section 61 of the Internal 
enue Code of 1954. 


compensation 
Rev- 


Similarly, undue concern over whether 
the taxpayer was an independent con- 
tractor or an employee in the Minzer 
and Ostheimer cases should not obscure 


%1 1954 IRC Sections 7701 (a) (20) and 3121(d) (3) 
(B). E.g., Social Security benefits, accident and 
health insurance plan benefits, employee death 
benefits, and pension and profit-sharing plans. But 
ef. Reg. 1.421-6(b) (2), which defines the term 
“employer” for purposes of these Regulations gov- 
erning employee bargain purchases of stock or 
property, where the common law definition of em- 
ployee is adopted. Prior to July 138, 1960, these 
Regulations had applied to independent contrac- 
tors as well as to employees in the strict common 
law sense. 

82 E.g.: (1) Rental value of a person’s own prop- 
erty is not income to the owner thereof: Helvering 
v. Independent Life Insurance Co., 292 U.S. 371 
(1934); Papineau, 16 TC 1380; Rev. Rul. 56-496, 


the fact that a distinct form of em- 
ployment relationship, at least in the 
broad sense of the term, nevertheless did 
exist between the companies and the 
taxpayer, under which the latter was to 
perform personal services for the former 
on a sustained and continuous basis. 
This relationship (be it one of inde- 
pendent contractor or employee) was 
one for the performance of personal 
services by the taxpayer so as to make 
his receipts “compensation for personal 
’ within the meaning of Section 
61(a)(1) of the Code and the Regula- 
tions cited above.3® The Courts in 
Minzer and Ostheimer assumed that the 
taxpayer was a broker, and yet this fact 
did not materially influence the out- 
come of the cases. In fact, life insurance 
salesmen are considered to be employees 
for numerous purposes throughout the 
Code.31 It was the existence of the sep- 
arate entities with a contract 
between them for the payment of com- 
pensation for the performance of per- 


services’ 


taxable 


sonal services and not the presence or 
absence of a strict employee relationship 
that formed the crux of the decisions in 
the Ostheimer and Minzer cases. 

It is true that the taxpayer's per- 
sonal service obligations consisted of 
finding buyers for his principal's prod- 
ucts and that in these particular cases 
those obligations were fulfilled, in effect, 
But taxpayers 
were enabled to purchase these products 


by finding themselves. 


more cheaply than the general public 
incident to, his 
very relationship to the seller—in effect, 
they purchased a portion of the prop- 
erty with their own personal services, 


because of, and as an 


for which they were fully compensated, 
as required by their contracts. 


Not imputed inceme 

The companies were required to com- 
pensate the taxpayers by the payment 
of commissions on policies they pro- 
cured, regardless of the identity of the 


purchasers. A careful analysis of the 


1956-2 CB 17, (but ef. the United Kingdom tax 
rules where such a benefit is taxable as income). 
(2) The fair market value of farm products con- 
sumed by the farmer or goods and commodities 
used by a manufacturer or retailer for his own 
personal use are not income to such persons: 
Morris, 9 BTA 1273; TD 2665, 20 Treas. Dec. 45, 
47 (1918). But the costs of such crops, products, 
or goods consumed by the taxpayer for his own 
personal use must be eliminated from his cost of 
goods sold; or, if inventories are not involved, then 
the costs of such items are nondeductible personal 
expenses on the part of such person: Doak, 234 
F.2d 704 (CA-4, 1956); Moran, 236 F.2d 595 (CA- 
8, 1956); Briggs, 258 F.2d 53 (CA-10, 1956); Rob- 
inson, 273 F.2d 503 (CA-3, 1960); Jacob, 9 TCM 





facts 
indic 
wher 
work 
the 1 
he w 
ofa 
a rec 
erty 
on | 
sente 
these 
man 
conv 
his « 
com} 
cases 
their 
buye 
prod 
as CO 
for t 
com} 
tions 
the | 
from 
what 
Whe 
that 
no t 
tion- 
pute 
tem 
taxec 
tions 
that 
arisil 
by tk 
Gove 
these 
on a 
Trea 
ing t 
tion 
incor 
pb 
zer 2 
not ; 
chase 
cord 


415 (1 
Guide 
esting 
meals 
taxpa) 
Sectio 
incom 
venien 
anoms 
Osthei 
taxpay 
to be « 
latter 
are n 
emplo 
one’s 


mm 
nt 
rO 
he 
he 


tax 














facts in Ostheimer and Minzer clearly 
indicates that this is not a situation 
where the taxpayer is being taxed on 
work he has done for himself. Rather, 
the work he performed and for which 
he was compensated (either in the form 
of a cash commission or in the form of 
a reduced purchase price for the prop- 
erty acquired) was performed for, and 
on behalf of, the companies he repre- 
sented. Nor is the taxpayer's position in 
these cases analogous to that of a middle- 
man who purchases goods for resale and 
converts one item of those goods for 
his own personal use. The insurance 
companies were the sellers in these 
cases, and the taxpayers were merely 
their agents for the purposes of finding 
buyers. The orders for the companies’ 
products flowed through the taxpayers 
as conduits to the seller companies, and 
for this service taxpayers received their 
This contractual rela- 
tionship of the taxpayer to the seller of 


compensation. 


the products distinguishes the taxpayer 
from the middleman who already owns 
what he converts to his personal use. 
Where a person merely uses or consumes 
that which he already owns, he derives 
no taxable income from such consump- 
tion—i.e., there is no concept of im- 
puted income under the American sys- 
tem of taxation; and a person is not 
taxed on the flow of economic satisfac- 
tions from goods owned and used by 
that person or from goods and services 
arising out of personal efforts performed 
by that person on his own behalf.82 The 
Government was careful to distinguish 
these imputed income cases in its briefs 
on appeal; at this point at least, the 
rreasury does not appear to be attack- 
ing this long-standing doctrine of exemp- 
tion from taxability for such imputed 
income benefits. 

The conclusion of the courts in Min- 
zer and Ostheimer that these cases did 
not actually involve a true bargain pur- 
chase by the taxpayer would seem to ac- 
cord with the realities of the situation— 


415 (1950); Farmers Tax Guide (1956) p. 15; Tax 
Guide For Small Business (1958) p. 25. An inter- 
esting variation on the question of taxability of 
meals and lodgings consumed by a self-employed 
taxpayer is furnished by reference to 1954 IRC 
Section 119, where such benefits are not taxable 
income to an employee if furnished for the con- 
venience of the employer. Thus, we have the 
anomalous situation where, unlike the Minzer and 
Ostheimer cases, it is more advantageous for a 
taxpayer receiving meals and lodgings on his job 
to be an employee than to be self-employed. In the 
latter situation the costs of the meals and lodgings 
are nondeductible personal expenses to the self- 
employed taxpayer. (3) Payments by one’s self to 
one’s self; Benjamin v. Hoey, supra note 8. 


considerations of state law prohibiting 
discount sales of life insurance policies 
notwithstanding. In other words, the tax- 
payer did not acquire his insurance 
policies at a discount; he acquired them 
partly for the cash paid on the purchase 
price and partly by the performance of 
personal services in accordance with the 
terms of the agency contracts with his 
companies. In return for the perform- 
ance of these services on behalf of his 
companies, he received either a cash 
commission or a net reduction in the 
purchase of the policies, however one 
chooses to view the transaction. In either 
event these commissions (or the discount 
element) would appear to be clearly tax- 
able as compensatory gross income 
within the meaning of Section 61(a)(1) 
of the Code and the LoBue case. 

Even assuming that a true bargain 
purchase did exist, if such a theory were 
applied to the purchase of insurance, 
the discount or gain element would most 
likely forever escape taxation, since life 
insurance death benefit proceeds are 
generally excluded from gross income.33 
This improbability of ever recaptur- 
ing the gain element undermines the very 
basis for the bargain purchase excep- 
tion from taxability—viz., that a taxpayer 
does not presently realize income upon 
the purchase or acquisition of property 
in an arm’s-length transaction because 
under our tax system taxable gain is 
normally realized upon the ultimate dis- 
position of the property. But life insur- 
ance by its very nature is not the type of 
property that will be disposed of. It is 
normally held till the death of the in- 
sured, at which time the proceeds there- 
of are received tax-free by the bene- 
ficiaries. Thus, the bargain-purchase rule 
justifiably should have no application 
in the life insurance field, and _ this 
policy factor probably carried consider- 
able weight in the courts’ decisions in 
the Ostheimer and Minzer cases. 

The Daehler case, on the other hand, 
raised considerably more difficult prob- 


%8 1954 IRC Section 101. Should the owner sell the 
policies before the death of the insured, an inter- 
esting question is presented as to whether the gain 
attributable to the discount element would be tax- 
able as ordinary income or capital gain. See in this 
regard the recent decisions in: Lake, 356 U.S. 260 
(1958); Arnfeld, 163 F.Supp. 865 (Ct. Cls., 1958); 
Phillips, 275 F.2d 33 (CA-4, 1960), holding the 
gain therein taxable as “ordinary” income. Might 
not there be a question of “income in respect of a 
decedent” under Section 691 as to this discount 
element upon the eventual death of the insured? 
%In fact Anaconda’s stated policy provided for 
reduced commissions should one of its salesmen 
purchase property listed with Anaconda. See supra 
note 7. 
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lems than the Minzer and Ostheimer 
situations; and this particular case de- 
served a more thorough analysis than 
was given by the Fifth Circuit in its 
reversal of the Tax Court. Several of 
the more important reasons relied upon 
by the Fifth Circuit in Minzer to sup- 
port its decision—viz., the long-standing 
Treasury interpretation of taxability and 
the state laws prohibiting sales of life 
insurance at a discount—were not 
present in the Daehler case.34 Also, upon 
a close analysis of the facts in Daehler, 
an even more fundamental difference 
from the Minzer and Ostheimer cases is 
apparent—viz., that Daehler did not 
purchase the property in question from 
his employer, as was the case in Minzer 
and Ostheimer. Rather, the property 
was purchased from a third party who 
had no connection with the taxpayer 
or his employer. At best, it can be said 
that Daehler purchased the property 
through Anaconda but not from it. It is 
unfortunate that the Fifth Circuit did 
not present a more articulate discussion 
of these substantial distinctions. The 
seemingly pro forma reversal of the Tax 
Court, largely on the basis of its prior 
Minzer decision, serves only to cloud the 
basic problems raised in the Dahler case. 

Viewed realistically, the substance of 
the Daehler case involved a purchase of 
property by the taxpayer in a bona fide 
arm’s-length transaction for a_ price 
equal to its full fair market value plus 
a 5% commission to the seller’s broker 
and a 114% commission to Anaconda. 
In reality the bargain element in this 
transaction did not arise from acquiring 
property at a price less than its full 
value (the usual bargain-purchase situa- 
tion). Rather, the bargain element arose 
because the taxpayer was only required 
to pay a total broker’s commission of 
614% instead of the usual 10% figure— 
i.e., it was a saving of acquisition expenses 
rather than a reduction of the actual 
purchase price of the property. Although 
purchase commission expenses are added 
to the cost of the property in determin- 
ing its basis for tax purposes, a saving 
in these expenses on the part of the pur- 
chaser is not the same thing as a true 
discount in the purchase price of the 
property. Taxpayer saved the 314% in 
commission solely because he was the 
person entitled to a share of Anaconda’s 
split commission on the deal. Taxpayer 
did not purchase this property by the 
performance of personal services as a 
part of the consideration for the pur- 
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chase price, which was more clearly the 
case in Minzer and Ostheimer. Taxpayer 
performed little in the way of actual 
services for Anaconda; he was hired by 
Anaconda to find buyers for property 
listed with Anaconda, which was not the 
case here. He performed no services for 
the seller of the property; he merely 
purchased the property as an investment 
the scope of his 
salesman for Ana- 


transaction outside 
normal duties as a 
conda’s listed property. Thus, there is a 
that the 
taxpayer actually did pay this commis- 


strong argument in this case 
sion to himself, which commission mere- 
ly passed through Anaconda as a conduit 
without 


any relationship to the tax- 


payer’s performance of services for 
Anaconda. The possibility of tracing this 
commission from Daehler through Ana- 
conda and back to Daehler again brings 
this case more nearly within the scope 
of the Benjamin decision than the Fifth 
Circuit was wont to realize. 

On the had 
not been in the picture, the taxpayer 
would have had to pay the full 10% 
brokerage this pur- 
received the re- 


other hand, Anaconda 


commission on 
chase.35 He therefore 


duction in his acquisition expenses 
solely because Anaconda (his employer) 
was entitled by local custom to share the 
commission with the original broker, 
and the taxpayer in turn was entitled by 
contract to 70% of this split-commission 
received by Anaconda. Thus, he did de- 
rive an economic benefit from this trans- 
action by virtue of his contractual re- 
lationship with Anaconda as one of its 
salesmen (i.e., the benefit flowed from 
his employee status), which advantage 
could be broadly characterized as com- 
pensation for services rendered by the 
taxpayer. But it is difficult to imagine 
just what these services consisted of. 
Certainly they did not involve the nor- 
mal situation of the taxpayer’s finding 
a buyer for property listed with Ana- 
conda. 

If compensation for services rendered 
by the taxpayer to his employer is found 
in such a case, then these services must 
have been the finding of buyers for 
property listed with other brokers (so 
that Anaconda could split the commis- 
sion) as well as for property listed with 
Anaconda. In other words, a very broad 
construction of the scope of Daehler’s 
duties as a salesman was obviously 
adopted by the Fifth Circuit in this case 
in order to find “compensation” to him. 
The fatal that influenced the 


court most strongly against the taxpayer 


factor 


December 1960 


in the Daehler case must necessarily have 
been the existence of Anaconda (even 
though viewed as a mere conduit for 
the rebate of part of the taxpayer’s com- 
mission payments) as the employer of 
the taxpayer. This factor, of course, dis- 
tinguishes Daehler from the case of 
Benjamin v. Hoey, but it is submitted 
that the Daehler case is much closer to 
the line of non-taxability than the 
Minzer and Ostheimer cases, since the 
employer in Daehler was only a conduit 
through which the purchase was made, 
not the seller of the property itself. If 
the taxpayer had succeeded in convinc- 
ing the court that a true bargain pur- 
chase was present, he apparently would 
have been free of the LoBue rule taxing 
employees on bargain purchases from 
their employer, since Daehler purchased 
the property through his employer from 
a third party, not from his employer. 
Possibly, if the property had been 
listed with Anaconda instead of with an- 
other broker, a pure bargain purchase 
case could then have been presented, 
since Anaconda’s policy in such a situa- 
tion was to reduce its over-all brokerage 
commission by the amount of its sales- 
man-purchaser’s share thereof. Thus, no 
cash would have changed hands between 
Daehler and Anaconda in such a situa- 
tion—a factor that seemed to prejudice 
the taxpayer in the Daehler case in the 
eyes of the Fifth Circuit. 

Had the bargain-purchase theory been 
adopted by the court in the Daehler 
case, the discount element would have 
been recaptured on a subsequent dispo- 
sition of the property by Daehler.’¢ But 
the gain on such sale would be capital 
gain to the taxpayer if the property was 
not held for sale to customers in the 
ordinary course of his business?7—thus 
converting ordinary compensation in- 
come into capital gain through the op- 
eration of the bargain-purchase rule.%8 
Perhaps this was a factor considered by 
the court as militating against the ap- 


% Although technically the liability for the real 
estate broker’s fee lay with the seller of the prop- 
erty, as is the general rule, it is apparent from the 
facts in Daehler that the seller merely raised the 
price of the property accordingly so that the actual 
economic burden of the broker’s fee was borne by 
the purchaser. 

%6 But perhaps the gain element arising from the 
discount could have been eliminated completely by 
holding the property till his death. Cf. 1954 IRC 
Section 1014. Query: Would the discount element 
present a Section 691 “income in respect of a de- 
cedent” problem at his death? A gift of the prop- 
erty to a member of his family by Daehler could 
presumably shift taxability thereon to a person in 
a lower tax bracket. A gift of the property to 
charity could, in effect, convert the discount ele- 


plication of the bargain-purchase rule 
to this case. However, this aspect of the 
case was not discussed in the opinion, 
since the court concluded that a true 
bargain purchase was not present. 


Fringe benefits put in peril 

The implications of these cases should 
serve as a Clear warning to employers 
and employees alike that the Commis- 
sioner has not pushed his bargain-pur- 
chase Regulations,3® as approved in the 
LoBue case, to the fullest. Up to this 
point at least, lack of Internal Revenue 
Service personnel and problems of ad- 
ministrative convenience and enforce- 
ability have carved out a de minimus 
exception to these Regulations—e.g., so- 
called courtesy discounts on purchases 
are not taxed if they are of relatively 
small value, are offered to employees 
generally, are non-compensatory because 
offered merely as a means of promoting 
health, good will, contentment or effi- 
ciency of the employees.4° (But don’t 
wages do the same thing?) The obvious 
difficulties inherent in this 
area could well snarl the administrative 
process and the courts for years to 
come if the Commissioner were to press 
for full taxability.41 However, in these 
courtesy discount cases the bargain ele- 
ment is usually not recaptured by a 
resale of the property, since the acquired 
property is generally consumed. Thus, it 
is relatively clear that, as an abstract 
principle at least, these courtesy dis- 
counts to employees do represent tax- 
able income and that their exemption 
from taxation exists only at the suffer- 
ance of the Commissioner due to difh- 
culties of administrative valuation and 
enforcement.42 Taxpayers in this situa- 


valuation 


tion and in the fringe benefit area in 
general? should not make the mistake 
of feeling that they have a more or less 
prescriptive right to tax exemption in 
perpetuity for these benefits. In fact the 
Daehler, Ostheimer, and Minzer cases 


ment into a charitable deduction without the real- 
ization of taxable income on the gift by the donor. 
1954 IRC Section 170; Campbell v. Prothro, 209 
F.2d 331 (CA-5, 1954); Rev. Rul. 55-138, 1955-1 
CB 223. 

87 1954 IRC Sections 1221(1) and 1231(b). 

88 But cf. cases cited supra note 33 for possible or- 
dinary income treatment for this discount element. 
% Reg. 1.61-2(d) (2); Reg. 1.421-6. 

40 U. S. Treasury Dept., Your Federal Income Taz, 
p. 34 (1960). This publication goes on to state, 
however, that if, “‘as additional compensation,” 
property is purchased from one’s employer at a re- 
duced price, the difference is taxable income. See 
also Reg. 31.3401 for a statement, couched in simi- 
lar language, that such courtesy discounts are not 
“wages subject to withholding.” 
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can be viewed as part of an increasingly 
unsympathetic attitude of the Commis- 
sioner toward these employee perqui- 
sites. 

It seems clear that the last word on 
the general problem of the Daehler, 
Minzer, and Ostheimer cases is yet to 
be heard. There is a possibility, despite 
the denial of certiorari in Ostheimer, 
that the Supreme Court will eventually 
pass on this problem. The Daehler case 
would be a far more favorabl:: decision 
for the taxpayer to try before this tri- 
than would Minzer, since the 
Daehler case is unencumbered by the 
local law questions and the administra- 
tive-interpretation issue. The favorable 
decisions for the taxpayer by the Tax 
Court in both these cases might also 
carry great weight in the Supreme Court 
if they should consider the problem to 
be primarily one of fact.44 However, 
the issue involved in these cases appears 
to be fundamentally a legal one and 
possibly even one with Constitutional 
overtones, as is evidenced by the courts’ 
consideration of the Benjamin case in 
their various opinions. 

If the Commissioner is now engaged 
in pressing taxability in the fringe bene- 
fit area to the limit, softened by no de 
minimus notions, a great many toes 
would be stepped on. Consider, for ex- 
ample, railroad and airline employees* 
who have long been accustomed to free 
rides for themselves and their families. 
If they were taxed on the price to the 
public of their transportation in all 
open years, many could be rendered in- 
solvent. They could well argue that en- 
joying the transportation is not really 
as good as getting the ordinary price 
thereof in cash; that they would not 
have taken the trip if they had had to 
pay for the ticket because they could not 
afford it;46 and, indeed, that their re- 
sources could not meet even a tax levied 
on additiona] income equal to the or- 
dinary price of the ticket. 


bunal 


“ The elusive concept of fair market value could 
well turn into a nightmare in these employee dis- 
count cases, especially in the retail department 
store field. Variations in geography, the seasons of 
the year, the quality of the store, the nature and 
quality of the property purchased, fashion trends, 
the size of the store, and even the weather all have 
a considerable effect on retail pricing and mark-up 
policies. The high volatility of the so-called mar- 
ket value of many retail items, together with the 
above-mentioned pricing factors, would present an 
insuperable burden to enforceability of any effec- 
tive plan of taxation in this area. What may be a 
discount to one taxpayer might not be for another, 
due to differences in their respective standards of 
living and patterns of consumption. A good exam- 
ple of this principle is furnished by the “quiz 


Consider also the case of the auto- 
mobile salesman who purchases a car 
through his employer at a substantial 
discount. Is this discount a true bargain 
purchase or does it merely reflect a 
saving in the salesman’s commission ex- 
pense due to the fact that he purchased 
the car himself? If it is a bargain pur- 
chase, would the discount element then 
be taxable as compensation under the 
LoBue doctrine? Or, on the other hand, 
if the transaction is merely a saving of 
his own salesman’s commission by the 
taxpayer, would the decision in the 
Daehler case require a conclusion of 
taxability on these facts? Perhaps the 
Daehler case could be distinguished on 
the basis that in Daehler the liability for 
the brokerage commission rested on the 
seller of the property, whereas in the 
supposed case the liability for the com- 
mission would be imposed on (or at 
least shifted to) the buyer, thus resulting 
more nearly in a situation where the 
taxpayer would be making a payment to 
himself within the theory of the Ben- 
jamin case. Thus, the taxpayer could 
argue that he is merely reducing his 
liability for the salesman’s commission, 
since the sale was made to himself, and 
that the performance of services for 
one’s self is not taxable income under 
the Benjamin case. But such a distinc- 
tion would seem to be an artificial one 
at best, and it is extremely doubtful 
whether the Court in the Daehler case 
would have adopted such an argument. 

The foregoing should demonstrate 
that there are many difficult problems 
here for the courts and the Service, and 
if the Service should now move to seek 
a tax in cases where it has led people 
to consider themselves exempt, it cer- 
tainly should not (and perhaps could 
not) do so retroactively. 


Conclusion 


What then are the conclusions that 
can be drawn from the Daehler, Ost- 


show” case, where the court based the valuation 
of the taxpayer’s non-cash prize on what it was 
actually worth to him rather than its intrinsic 
fair market value. Turner, 18 TCM 462 (1954). 
See also the recent depreciation decisions of the 
Supreme Court in: Hertz, 60-2 USTC 9555 (1960); 
Massey Motors, 60-2 USTC 9554 (1960); and 
Evans, 60-2 USTC 9554 (1960), holding that sal- 
vage value and useful life of depreciable property 
must be determined by reference to the individ- 
ual taxpayer’s policies thereon rather than by 
reference to the inherent or intrinsic value of the 
property itself. 

42 For another de minimus case, see Rev. Rul. 59- 
58, 1959-1 CB 17, holding, after much hedging 
about with various vague limitations, that hams, 
turkeys, and other nominally valued merchandise 
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heimer, and Minzer cases? This much 
can be said for certain: If an employee 
purchases property from his employer at 
a price less than that charged to the 
public in general, this discount element 
is taxable as compensation. In other 
words, the Commissioner’s bargain-pur- 
chase Regulations, as approved in the 
LoBue case, have been freshly refueled 
by these above decisions. It was not 
enough for the taxpayer to argue that 
he did not receive a commission but 
merely a reduction in his acquisition 
costs in the above cases. In either event, 
whether the taxpayer’s economic benefit 
was a true discount or a cash commis- 
sion, it was taxable as compensation if 
it flowed to him from his employer in 
return for the performance of personal 
services by the taxpayer for the em- 
ployer. In all three cases the discount or 
commission flowed from the employer 
to the taxpayer. In Minzer and Ost- 
heimer the seller of the property was 
the taxpayer’s employer; in Daehler the 
actual seller of the property did not give 
the taxpayer any rebate or discount, the 
taxpayer’s discount coming solely from 
the fact that he received a commission 
from his employer on this purchase. 
The presence of an employer-employee 
relationship between the taxpayer and 
the source of the economic benefits was 
the decisive factor in these cases. 

It is submitted that the above deci- 
sions fit within the established bound- 
aries of the exception to the bargain- 
purchase rule exemplified by the LoBue 
case in that they did not involve pur- 
chases at arm’s length from an unrelated 
seller. The Daehler case came closest to 
this latter situation; but, as emphasized 
before, Daehler did not receive his re- 
bate from the seller; he received it from 
his employer. It is also relatively clear 
that the doctrine of tax exemption for 
imputed income is not affected by these 
decisions. The care taken by the Gov- 
ernment and the appellate courts to 


distributed to employees at holidays were not tax- 
able as compensation to them but could be treated 
as gifts. But once the above de minimus line is 
passed, at whatever point that may be, the Com- 
missioner vigorously contends for taxation of 
these so-called employer gifts to employees. See, 
e.g., Duberstein, 80 Sup. Ct. 1190 (1960); Stanton, 
80 Sup. Ct. 1190 (1960); Kaiser, 80 Sup. Ct. 1204 
(1960). 

43 Supra note 5. 

44 See, e.g., the Duberstein, Stanton, and Kaiser 
cases, supra note 42. 

45 A long-standing ruling holds that railroad passes 
for the personal use of employees and their fami- 
lies involve gifts, not income. O.D. 946, 4 CB 110 
(1921). 

4 See Turner, supra note 41. 
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distinguish the Benjamin case illustrates 
that payments by one’s self to one’s 
self are still in scant danger of being 
taxed as income. However, the area of 
employee fringe benefits now seems to 
be under serious challenge by the Com- 
missioner on a broad front, and these 
appear to represent 
merely one aspect of this multipronged 
attack. To the extent that Internal Rev- 


decisions would 





*Gain on appreciated real estate con- 
tributed to employees’ trust is taxable. 
Taxpayer contributed real estate to its 
employees’s trust and claimed a deduc- 
tion for the fair market value. The prop- 
erty was used in the business and was 
back at that 
amortize that fair value and in addition 


leased rental would 
provide a fair return. The trial court 
approved the valuations and held that 
the contribution did not result in a 
capital gain on the difference between 
cost and fair value at date of contribu- 
tion. This court reverses. The employees 
are compensated by the contribution. 
This is a realization of the fair market 
value sufficient to tax the gain. General 
Shoe Corp., CA-6, 9/2 60. 


Pension plan won't be disqualified if 
contribution is contingent on favorable 
IRS ruling. The Code requires that the 
fun’s of a qualified pension or profit- 
shaiing plan be used for the exclusive 
ber ‘fit of the employees or their bene- 
ficiaries. In Meldrum and Fewsmith (20 
TC 790) it was held that a trust to which 
contributions were’ made by the em- 
polyer subject to return, should the IRS 
rule the plan unqualified, did in fact 
qualify. The IRS acquiesced in that de- 
cision (1954-2 CB 5). The IRS now 
specifically rules that such a provision 
for a contingent return of contributions 
will not of itself disqualify a plan. Rev. 
Rul. 60-276. 


Annuity purchased by employer includ- 
able in estate and fails to qualify for 
marital deduction. The deceased, while 
serving as president of a steel corpora- 
tion, was induced to continue his serv- 
ices by virtue of an annuity contract on 
his life, providing him with monthly 
payments and further providing for the 
company as beneficiary. Upon his death 
the company assigned the policy to the 
estate. The district court held that the 
policy should be included in decedent's 


New compensation decisions this month 
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enue Service personnel and administra- 
tive facilities permit, one can expect to 
see a great deal more activity on this 
front, accompanied no doubt by 
agonized cries of outrage from taxpayers 
who have become accustomed to a 
fringe benefit way of life. The Daehler, 
Ostheimer, and Minzer cases would seem 
to represent merely the advance clouds 
of a storm and not the tempest itself. * 


gross estate under 1939 Code Section 
8ll(a) (now 1954 Code Section 2033) 
as death benefits representing deferred 
compensation to the decedent or granted 
to him under a plan that gave the de- 
cedent direct contractual rights in the 
fund. The court said that the annuity 
represented additional though deferred 
compensation to the decedent and that 
“fact of itself would be sufficient to 
render the annuity includible in the 
gross estate.” The court also held that 
the annuity policy did not qualify for 
the marital deduction in spite of the fact 
than an order from the Orphans Court 
of Beaver County, Pennsylvania, had 
been obtained, awarding the policy to 
the widow, for the will provided for 
life income only to the widow. The 
district court concluded that it was not 
bound by the decision of the Orphans 
Court and that the widow only had a 
life interest on the annuity excluded 
from the marital deduction as a termin- 
able interest. Beaver Trust Company, 
DC Pa., 6/9/60. 


Salary payments to disabled seamen 
constitute wage continuation plans, but 
maintenance cure payments are 
Salary continuation 


and 
not compensation. 
payments made to merchant seamen be- 
cause of illness or disability incurred in 
the service of their ships are held to 
constitute wage continuation payments 
excludable from gross income to the ex- 
tent provided by Section 105 of the 
Code. Such payments are not subject to 
withholding if they are excludable from 
gross income and if the employer's rec- 
ords show the excludable portion of the 
payments as well as data to substanti- 
ate the employee’s entitlement to the 
exclusion. However, it is the Service’s 
position that such excludable payments 
are subject to FICA and FUTA taxes as 
constituting “wages.” But maintenance 
and cure payments to provide for food, 
lodging, and care of disabled seamen 





are not regarded as compensation for 
services and hence are not taxable in- 
come and are not wages for purposes of 
FICA and FUTA taxes. Rev. Rul. 
60-219. 


Trial court’s findings and opinion in 
Stanton gift v. compensation case. The 
United States District Court, following 
the Supreme Court’s directions on re- 
mand, has issued its opinion and find- 
ings of fact concerning the basic reasons 
for the payment of $20,000 to a retiring 
officer of the corporation of ‘Trinity 
Operating Company. From the facts and 
under the standards prescribed by the 
Supreme Court, the judge signed the 
findings (with one amendment) sub- 
mitted by the taxpayer and rejected the 
findings submitted by the Government. 
The somewhat lengthy opinion explores 
the nature of the church and the fidu- 
ciary responsibilities of the vestrymen 
of the church who, as trustees, author- 
ized the payments. The opinion con- 
cludes with the rhetorical observation 
that the real purpose behind the pay- 
ment was “something over and above a 
mere whim or transitory emotion, but 
rather a deep sense of appreciation for 
the way in which Mr. Stanton had en- 
abled the members of the vestry to rise 
to the requirements of their high of- 
The court holds that payments 
were a gift rather than severance pay. 
Stanton, DC N.Y., 8/31/60. 


fice.” 


*Payment to widow was gift. In the 
corporate resolution providing for the 
payment of $30,000 to taxpayer, widow 
of the board chairman, a $5,000 death 
benefit was set forth separately from the 
$25,000 balance. Both amounts were to 
be paid in monthly installments and 
were stated to be in recognition of his 
services. He taxpayer together 
owned only 3% of the corporate stock. 
The court finds the entire amount was 
a gift. It approves Reed (277 F.2d 456, 
CA-6) in holding that the 1954 Code 
did not limit the exempt portion to 
$5,000 if a gift was intended. [The IRS 
has announced it will not follow the 
Reed case.—Ed.] Cowan, DC Ga., 8/ 
25/60. 


and 


Stock option income in year exercised. 
[Acquiescence| Taxpayer received from 
his employer non-assignable option to 
buy its stock at a bargain price. In 
December 1945, when the option was 
about to expire, he notified the em- 
ployer of his election to exercise the 
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option but did not pay for or receive 
the stock until 1948. In determining 
whether taxpayer received compensation 
in 1945 or 1948, the court concludes 
that, when he exercised the option, the 
employee obligated himself to pay for 
and accept the stock unconditionally 
within a limited period of time. The 
acts of payment and transfer of title to 
the stock, accurring in a later taxable 
year, did not add to the economic bene- 
fit received. Accordingly, the employee 
received compensation by means of the 
stock option in 1945. This decision was 
affirmed by the Second Circuit (258 F.2d 
294). The Commissioner’s previous non- 
acquiescence is now withdrawn. Ogsbury 
Estate, 28 TC 93, acq., IRB 1960-40. 


Employee stock option exercised by giv- 
ing corporation promissory note. In 
this, the famous LoBue case, the Su- 
preme Court held that employee stock 
options resulted in ordinary income at 
the time of exercise of the option. The 
case was remanded to the Tax Court to 
determine the date of exercise of the 
option. The question before the Tax 
Court was whether taxpayer exercised 
the option when he gave the corpora- 
tion his promissory note or when he 
paid the notes and received the stock 
certificates. The Tax Court held that 
he exercised the option when he gave 
the corporation his promissory note. 
This decision was affirmed by the Third 
256 F.2d 735). The Commis- 
sioner’s previous non-acquiescence is 
now withdrawn. LoBue, 28 TC 1317, 
acq., IRB 1960-40. 


Circuit 


Estate taxable on exercise of restricted 
stock option. The decedent had pre- 
viously been employed by a division of 
United States Steel Corporation. While 
so employed, he received a restricted 
stock option for the purchase of 450 
shares of common stock of United States 
Steel. He retired from his employment 
in June of 1953 and died on April 
15, 1955, without having exercised the 
option. On May 4, 1955, the executor 
of the estate exercised the option. 

Subsection 421(a) provides that no 
income shall result at the time of the 
transfer of a share of stock to the indi- 
vidual upon his exercise of the restricted 
stock option, provided the individual is 
an employee at the time he exercises 
the option or the option is exercised 
by him within three months after he 
ceases to be an employee. 

The parties were in agreement that, 


if the decedent had not died and had 
exercised the option, he would have 
been taxable on the exercise of the op- 
tion because he was not then an em- 
ployee and had ceased to be such an 
employee more than three months be- 
fore. The executor contended, however, 
that since the option was exercised by 
the executor, the estate was to be “treated 
differently from the individual in exer- 
cising the restricted stock option” and 
was entitled to the “no income” bene- 
fits of a restricted stock option. Under 
Section 421(d)(6)(A)(i), if a restricted 
stock option is exercised subsequent to 
the death of an employee by the estate 
of the decedent, the provisions of Sec- 
tion 421 apply “to the same extent as 
if the option had been exercised by the 
decedent,” except that the holding pe- 
riod and employment requirements do 
not apply. 

This court concludes that since the 
decedent would not have been entitled 
to the “no income” item had he exer- 
cised the option, his executor, likewise, 
was noi entitled to the “no income” 





Minor children as partners in a valid 
family partnership. The taxpayer was 
engaged in the active practice of law 
and had substantial invest- 
ments. Along with unrelated parties, he 
entered into a written partnership agree- 


business 


ment for the exploration and operation 
of certain barite properties. Members 
of his family were made partners, in- 
cluding two minor children who were 
made limited partners because of the 
possible reluctance of third parties to 
deal with minors. The Commissioner re- 
fused to recognize the purported part- 
nership as valid for tax purposes and 
treated as income of the taxpayer the 
partnership income of the children. 
This court holds that a valid family part- 
nership existed, despite the lack of con- 
tribution of capital or services by minor 
children. There was a genuine busi- 
ness intention to form a partnership in 
the mining business, and the avoidance 
of tax liability was no impelling part of 
the intent or motivation of the taxpayer 
in creating the partnership. The prin- 
cipal thought and intent of the taxpayer 
was to make the children bona fide 
partners and thereby provide them with 
the education and experience to be de- 
rived through participating in a sub- 
stantial business venture. Finlen, DC 
Mont., 8/23/60. 


Partner can’t deduct loss in excess of 


Partnership «+ 331 


benefits. The specific wording of Sec- 
tion 421(a)(1) and the committee re- 
ports provide that the application of 
the provisions of Section 421 in regard 
to exercise by the estate are to apply 
“to the same extent as if the option had 
been exercised by the decedent.” When 
the decedent failed to exercise the op- 
tion within three months from the date 
of his retirement, the “no income” bene- 
fits granted by Section 421(a)(1) were 
irrevocably lost. McTighe, DC Pa., 
9/1/60. 


Tying option price to IRS valuation is 
okay before 7/20/59. In 1959 the IRS 
announced (Rev. Rul. 59-243) that an 
employee stock option would not qualify 
as a restricted option under Section 421 
if it contained a provision that the 
option price would depend on any fair 
market value the IRS might set. The 
IRS now rules that, to avoid hardship, 
it will not apply this rule to options 
granted prior to the date of the issu- 
ance of the ruling, July 20, 1959. Rev. 
Rul. 60-242. 


basis. [Old law| Taxpayer was a mem- 
ber of a construction partnership; sal- 
aries were payable to three partners, and 
the net after salaries was divided among 
all five partners. The total capital con- 
tributed had been iess than $2,500, the 
work being financed by construction 
loans. For the year 1952 taxpayer had a 
salary of about $50,000; his share of the 
loss was about $27,000. The Tax Court 
held the full salary taxable as received 
under claim of right. It limited the 
loss, however, to the capital invested. 
This court approves in principle “but 
remands for a determination of whether 
these disbursements represent anticipa- 
tory withdrawals of future earnings or 
an additional cost of the construction. 
[Under the 1954 Code guaranteed - sal- 
aries to partners are treated as an ex- 
pense and, although a partner may not 
deduct losses in excess of his basis, the 
basis is increased for his share of part- 
nership liabilities.—Ed.] Rogers, CA4, 
7/13/60. 





*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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Costs of benefiting others, even of 


buying assets, are sometimes deductible 


Fawr THE LAW is well-established 

that taxpayers may deduct ordinary 
and necessary expenses incurred in their 
trades or businesses even though the 
expenses also relate to the business of 
another or to capital items, the issue 
is repeatedly litigated. The principles 
are well-established, but the cases involve 
factual issues and on them the Commis- 
sion does not readily concede. 

Another of the long line of such cases 
is Lutz (CA-5, 9/9/60). In the Lutz case, 
an individual paid the obligations of 
three corporations in order to protect 
his personal standing in the industry in 
which he was engaged. The taxpayer 
had been in the produce business for 
many years. In order to give some of his 
employees an interest in the business, 
he created three corporations. The cor- 
porations lost money, and taxpayer paid 
their obligations. He did this to retain 
his own credit, to permit him to remain 
in business, and perhaps, to retain his 
license to do business. The Commis- 
sioner, in Lutz, relied on Welch v. 
Helvering (290 U.S. 111, 1933). There 
the former secretary of a bankrupt cor- 
poration paid some of its debts; the 
Supreme Court held that the expendi- 
tures were not ordinary and necessary 
business expenses but “in the nature of 
capital expenditures, an outlay for the 
development of reputation and good 
will.” The Fifth Circuit held that Mr. 
Lutz’s expenses were indeed ordinary 
and necessary business expenses. 

An examination-.of the cases in this 
area shows that the various factual pat- 
terns can be grouped together and that 
we can deduce most general rules ap- 
plicable to expenses incurred for an- 
other’s benefit. 


Good will 


A large number of cases have estab- 
lished the principle that a payment to 
protect, as opposed to establishing, the 
good will of a taxpayer is deductible. 


The payment is deductible even though 
the expense is properly, in the first in- 
stance, that of another because the 
payer is attempting to benefit not such 
other person but his own business. 

In the Lutz case, a taxpayer paid the 
debts of others so that he could retain 
his credit standing. In McGee v. Nee 
(113 F.2d 543, CA-8, 1940) an insurance 
broker incurred expenses in reinsuring 
customers for whom he had procured 
insurance with a company that became 
insolvent. The court held that the ex- 
penses were deductible because they 
were incurred for the purpose of re- 
taining the taxpayer’s customers and 
preserving his business.1 

In Dunn & McCarthy (139 F.2d 242, 
CA-2, 1943) the taxpayer was allowed 
to deduct amounts it repaid to its sales- 
man on account of loans made by them 
to its deceased president. The purpose 
of the expenditure was to prevent im- 
pairing the salesman’s loyalty to tax- 
payer and to retain them as efficient em- 
ployees. 

In E. L. Bruce & Co. (180 F.2d 846, 
CA-6, 1950) a subsidiary fulfilled the 
obligations of a licensee of its parent 
and took over the licensee’s business. 
These expenditures were deductible be- 
cause they were made to retain good 
will. 

In Canton Cotton Mills (94 F.Supp. 
561, Ct. Cls., 1951) the taxpayer repaid 
an invalid tax to its customers though 
not required to do so. The payments 
were deductible because they were made 
to preserve its competitive position. 

In First National Bank of Skowhegan 
(35 BTA 876 (1938), acq. 1953-2 CB 10) 
one bank paid a sum of money to an- 
other bank to take over a third bank to 
prevent the third bank’s failure. The 
failure would have had an adverse effect 
on taxpayer’s business and, therefore, 
the expenidtures were deductible.” 

In Scruggs-Vandervoort Barney, Inc. 
(7 TC 779 (1946), acg. 1946-2 CB 5) a 


department store made good on losses 
of depositors in a closed bank in the 
store although it did not own the bank. 
Because most of the depositors were 
customers of the store, the payments 
were thought to be necessary to protect 
the taxpayer's retail business. 

In The Catholic News Publishing Co. 
(10 TC 73 (1948), acg. 19488-1 CB 1) 
the president of taxpayer worked for a 
trade organization of which taxpayer 
was a member. He was accused of mal- 
feasance and he paid the damages as 
directed by taxpayer. Taxpayer could 
deduct reimbursing its president on the 
ground that it caused him to pay to pre- 
vent injury to its reputation. 

In L. C. Heller & Son, Inc. (12 TC 
1109 (1949), acq. 1949-2 CB 2) the tax- 
payer paid the debts of a subsidiary 
that had undergone an insolvency re- 
organization. The name, business, and 
creditors of the subsidiary were closely 
related to those of taxpayer. The tax- 
payer was allowed to deduct the pay- 
ments that were necessary to restore its 
credit standing.® 


Buying stock 

Normally, paying other’s expenses is 
nondeductible and at best is additional 
capital investment. Similarly, the pur- 
chase of stock is a clear case of a normal 
type of capital expenditure. Even ex- 
penses such as these are deductible when 
incurred for a valid business purpose. 

In Pressed Steel Car Co. (20 TC 198 
(1953), acq. 1956-2 CB 198) a corpora- 
tion was allowed to deduct the cost of 
stock in another corporation, which it 
then dissolved because the purpose of 
the purchase was to release itself from 
the obligations of a burdensome con- 
tract. 

In Helvering v. Bond & Mortgage 
Corp. (74 F.2d 727, CA-2, 1935), where 
a corporation bought the stock of its 
exclusive agency to void the agency 
contract, this expenditure was deducti- 
ble, as the purpose was to end injury 
to the taxpayer’s reputation.4 

Of course, the expenditure must be 
reasonably calculated to benefit tax- 
payer’s business. One district court went 
so far as to hold that only the purpose 
of entering into a commitment to ex- 


1 Similarly, see Edward J. Miller, 37 BTA 830 
(1988), acq. 1955-1 CB 5, non-acq. 1938-2 CB 51 
withdrawn; see Rev. Rul. 56-359, 1956-2 CB 115. 
2In Robert Gaylord, Inc., 41 BTA 1119 (1940), 
acq. 1940-2 CB 3, an industrial corporation made 
a payment similar in nature to that in Skow- 
hegan, and it was held to be deductible. Similarly, 
see Globe-Democrat Publishing Co., 1940 P.-H. 
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pend money is significant and not the 
actual result obtained. Thus the expense 
of consulting a lawyer to obtain advice 
about protecting an investment in a 
corporation was a deductible non-busi- 
ness expense and not not, as the Govern- 
ment contended, a capital expenditure, 
even though as a result of their lawyer’s 
advice the taxpayers purchased more 


stock in the corporation (Staub v. 
Granger, 143 F.Supp. 250, DC Pa., 


1956). It is unlikely that many courts 
will go as far as the Straub case. 


Acquiring an outlet or supplier 


No more genuine business purpose can 
be found than keeping or acquiring an 
outlet or a supplier. Nevertheless, de- 
ductibility of the expense of attaining 
such an objective may be challenged 
where it benefits another or results in 
the acquisition of a capital asset. 

In Hogg v. Allen (105 F.Supp. 12, DC 
Ga., 1952, modified on other grounds, 
214 F.2d 640, CA-5, 1954) a partnership 
in the liquor business purchased shares 
in a distillery to be able to get whiskey. 
Although a capital asset was acquired, 
the expense was deductible, as its pur- 
pose related to the ordinary operations 
of the taxpayer’s business. 

In Aptos Land & Water Co. (46 BTA 
1232 (1942), acq. 1942-2 CB 2) a tax- 
payer, engaged in the business of sell- 
lots, 
country club as a subsidiary. Its purpose 


ing resort real estate formed a 
was to attract members to the country 
club and, as a result, to interest prospec- 
tive purchasers in its real estate lots be- 
cause of the existence of a going country 
club in the vicinity. The taxpayer sought 
to deduct the amount spent by it in 
the 
club. The Board upheld the deduction 


obtaining members for country 
as an ordinary and necessary expense 
on the ground that the major purpose 
of the taxpayer was not merely to profit 
from the prosperity of the subsidiary 
but to sell real estate lots. 

Similarly, in Fishing Tackle Product 
Co. (27 TC 638, 1956) a corporation was 
allowed to deduct payments made by it 
to meet the operating deficit of its sub- 
sidiary, which was formed to manufac- 
ture exclusively for the parent and to 
be the parent’s sole supplier of certain 


BTA Memo, Par. 40,255; Wohl Shoe Co., 1940 
P.-H. BTA Memo, Par. 40,256; Maloney Electric 
Co., 42 BTA 78 (1940), acq. on this ground 1940-2 
CB 5, non-acq. on other grounds 1940-2 CB 113, 
modified on other grounds, 120 F.2d 617, cert. den. 
814 U.S. 682. 

2 Similarly, see H. Hamburger Co., 8 TCM 780 
(1949); see also, A. Harris & Co. v. Lucas, 48 F.2d 


products sold by the parent nationally. 
The Tax Court held that the payments 
were deductible as ordinary and neces- 
sary expenses because they constituted 
no more than efforts to protect the 
taxpayer against loss and to promote its 
business by assuring it of a continuous 
supply of necessary products used in its 
trade or business. 

In Charles J. Dinardo (22 TC 430 
(1954), acqg. 1954-2 CB 4) a partnership 
of doctors formed a nonprofit hospital 
corporation. The hospital was open 
only to patients of the partnership. The 
doctors sought to deduct amounts paid 
by them to meet the operating deficit of 
the hospital in order to prevent the hos- 
pital from closing down. The 
upholding the deduction, 
pointed out that the hospital had been 
set up not for the purpose of obtaining 
income for the doctors through the hos- 
pital’s income but for the purpose of en- 
abling the doctors to obtain fees from 
their own patients by maintaining and 
their particular type of 
practice. Since the hospital was to con- 
tribute to their income by enabling 
them to acquire patients, the preven- 
tion of the hospital’s failure by payment 
of its operating deficit was regarded as 
a payment for the direct benefit of the 
doctors and hence was held to be de- 
ductible. 

In Cubbedge Snow (31 TC 585 (1959), 
acq. 1959-1 CB 5) a law firm organized 
a Federal savings and loan association, 
from which it could directly obtain no 
profit, for the purpose of getting real 
estate law business. The firm agreed to 
the 
formative years, for losses.5 The reim- 


Tax 
Court, in 


augmenting 


reimburse association, during its 
bursements were deductible, as the pur- 
pose was to get business in a field in 
which taxpayers had long been engaged. 

In Camp Manufacturing Co. (3 TC 
467 (1944), acq. 1944-1 CB 4), taxpayer, 
a manufacturing corporation, guaran- 
teed dividends on stock of a customer 
corporation. The guarantee was made 
in connection with the taxpayer's sale of 
some of the customer’s stock to which 
the taxpayer had subscribed. The pur- 
pose of the stock sale was to replenish 
taxpayer’s working capital. Thereafter, 
taxpayer made a payment in order to be 


187 (1931). 

4See also, Capitol Indemnity Insurance Co., 237 
F.2d 901, CA-7, 1956. There are, of course, many 
cases dealing with capital-type expenditures that 
were held to be deductible. See, e.g., Rassenfoss, 
158 F.2d 764, CA-7, 1946; Walter S. Heller, 2 TC 
871 (1948), aff'd 147 F.2d 376, CA-9, 1945; Trus- 
tees of Series Q, 2 TC 990 (1943), acg. 1944 CB 
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relieved of the guarantee. That payment 
was held to be a deductible expense on 
the ground that the guarantee obliga- 
tion was an ordinary and necessary obli- 
gation incurred in carrying on the tax- 
payer’s business. 

In Hennepin Holding Co. (23 BTA 
119 (1931), acg. on this issue X-2 CB 
31) taxpayer corporation, which leased 
and operated a building, spent substan- 
tial sums to advertise the products of a 
corporation controlled by the same fam- 
ily interests. The corporation was tax- 
payer’s most valuable tenant in the 
building and also owed a considerable 
taxpayer. Tax- 
payer made the expenditures to prevent 
the affiliate’s sales from contracting so 
that the could avoid bank- 
ruptcy and both repay obligations to 


amount of money to 


affiliate 


the taxpayer and remain a tenant of tax- 
payer. The failure of the affiliate would 
have had an adverse effect on the busi- 
ness of taxpayer. The Board held that 
expenditures calculated to protect the 
income and investment of the taxpayer 
were properly deductible, as taxpayer’s. 
business expenses, even though made in 
part to benefit the business of its affili- 
ate. 


Direct benefit required 

Not every expense, however, is de- 
ductible, even though the expenditure 
made good business sense. If the ex- 
pense could only benefit taxpayer 
through increased benefits from stock- 
holdings or in some other fashion in- 
directly through the benefited person, 
the expense is not deductible. 

In Dupont (308 U.S. 488, 1940) the 
beneficial owner of 16% of the stock of 
a corporation borrowed additional stock 
and sold it to the executives in order to 
induce them to remain in its employ. 
Although the court assumed that tax- 
payer was in the business of being an 
investor, his expenses in borrowing the 
stock were held not to be deductible as 
ordinary and necessary business ex- 
penses. The court felt that these ex- 
penses were not ordinary and necessary 
to the business of being an investor. 
The benefit to the taxpayer-stockholder 
was not in his own business but through 


the improvement of the business of the 


28; E. L. Potter, 20 BTA 252 (1930), non-acq. X-1 
CB 90; Margery K. Megargel, 3 TC 288 (1944), 
acq. 1944 CB 19. 

5 The court distinguished Carl Reimers Co., 19 TC 
1285 (1953), aff'd 211 F.2d 60, CA-2, 1951, where 
an expense that related to the business of another 
was paid for the purpose of expanding into a new 
field. 
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corporation. The cost of increasing em- 
ployee efficiency was properly a corpo- 
rate deduction and not a deduction of 
the stockholder.® 

In Interstate Transit Lines (319 U.S. 
590, 1943), a 
erated an 


corporate taxpayer Op- 
and did 


interstate business in most states along 


interstate bus line 
the routes. Taxpayer, as a foreign cor- 
poration, was barred from doing intra- 
California. To avoid 
this, it formed a wholly owned sub- 


state business in 


sidiary to do the business it was unable 
to do. The contract with the subsidiary 
was that the subsidiary would operate 
solely for taxpayer’s benefit under tax- 
payer’s direction, and all profits were 
to be paid by taxpayer, who agreed to 
reimburse subsidiary for any operating 
deficit. The court pointed out that this 
was not a mere branch or division of a 
business conducted for convenience in 
corporate form but that taxpayer was 
legally barred from engaging in the 
business of the subsidiary. The court 
held that taxpayer’s payment to the 
subsidiary to reimburse it for its losses 
was not deductible, as the losses were 
not attributable to the business of tax- 
payer but only to the business of the 
The that 
the carrying of passengers intrastate in 


subsidiary. court had found 


California did not increase taxpayer's 
interstate business. The Interstate Tran- 
sit Lines case is, of course, limited by its 
somewhat unusual facts, i.e., illegality. 
It is safe to say, however, that the gen- 
eral rule of the case that expenses are 
not deductible where they relate to the 
business of another and where profit 


to taxpayer can be obtained only 


®This problem has plagued holding companies 
whose business is that of managing other compa- 
nies and obtaining benefits through them. Often 
management does not know who should incur par- 
ticular costs, parent or subsidiary. See generally 
Allegheny Corp., 28 TC 298 (1957), acqg. 1957-2 
CB 3; Missouri-Kansas Pipe Line Co., 3 TCM 15 
(1944), aff'd 148 F.2d 460, CA-3, 1945. 

7 See, e.g., Los Angeles & Salt Lake Railroad Co., 
4 TC 634 (1945), non-acq. 1945 CB 8; South Amer- 
ican Gold & Platinum Co., 8 TC 1297 (1947), aff’d 
168 F.2d 71 (CA-2, 1948). Low v. Numan, 154 F. 
2d 261, CA-2, 1946. Knight-Campbell Music Co., 
155 F.2d 837, CA-10, 1946; Chenango Tezxtile, 1 
TC 147 (1948), aff'd 148 F.2d 296, CA-2, 1945; 
Raymond M. Hessert, 6 TCM 1190 (1943); The 
Meadville Corp., 3 TCM 466 (1944); Eskimo Pie 
Corp., 4 TC 669 (1945), aff’d 153 F.2d 301, CA-6, 
1946; H. William Ihrig, 26 TC 73 (1956); Aldo R. 
Balsam, 3 TCM 1204 (1944); Koppers United Co., 
2 TCM 87 (1943) aff’d 141 F.2d 1023, CA-3, 1944. 
8 Cf. in general, Freeman, 266 F.2d 291, CA-6, 
1957; Moline Properties, Inc., 319 U.S. 436 (1943); 
Higgins v. Smith, 308 U.S. 561 (1940); Advance 
Machinery Exchange Inc., 196 F.2d 1006 (1952), 
cert. den. 344 U.S. 835. Cf. also, The Seven-Up 
Company, 14 TC 965, acq. 1950-2 CB 4; Daily 
Journal Co., 1385 F.2d 687, CA-9, 19438. 
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through that business is valid law.7 
Related generally to this problem is 
the problem of piercing the separate 
corporate entities of a parent and sub- 
sidiary. It is only in the rarest situa- 
tion that a court could be expected 
to do so. See generally National Car- 
bide Corporation (336 U.S. 422, 1949).8 
In this area the court’s interpretation 
of the facts is all-important. On its face 
the situation often appears unfavorable 
to the taxpayer. To reach the result de- 
sired by taxpayers, the courts have cor- 
rectly examined both the motive and 
the effect of the expenditures made. 
The Commissioner should not force tax- 
payers to the expense of litigation to 
establish their right to deductions. 
Where the principles are so clear, it 
would seem that such a great volume of 
litigation is unnecessary. In recent years, 
however, the Commissioner has not liti- 
gated a great number of cases unncces- 
sarily. More often it is the taxpayer seek- 
ing a deduction to which he is not en- 
titled who attempts to disguise substance 
with ingenious but 


meaningless fact 


patterns. 


IRS out-runs the ponies 

BIG WINNERS AT RACE TRACKS will be un- 
able to collect unless they “satisfactorily” 
identify themselves at the payoff win- 
dow. IRS has not issued a ruling on the 
subject but it has instructed District Di- 
rectors to remind track officials that 
under Code Section 6041(a) they are 
required to file Form 1099. This is an 
information return listing the names, 
addresses, and amounts over $600 won 
by bettors in daily doubles or other 
pools. The tracks have been cooperating 
willingly, but bettors’ reactions vary 
from irate to incensed. At New York’s 
Belmont Park $46,778 went unclaimed 
by 143 bettors on the first day of the 
new system. There was enough confu- 
sion to prompt the New York Racing 
Association into stating that it may have 
to discontinue daily doubles, and bettors 
into advising each other to forget about 
the daily double and just parlay the first 
two races. 

Some very practical problems have al- 
ready arisen, such as, what is satisfactory 
identification, bettor 
prove his losses (stubs will not be enough, 
since they do not show he purchased 
them). So far IRS has not asked the 
tracks for the names of big winners in 
non-pool bets nor has it suggested an 
answer to the cry that this is discrimina- 


and how can a 


tory, but it may be forced to take cog- 
nizance of the “ordinary and necessary” 
expenses involved in big winnings when 
some taxpayer with a fistful of proven 
losing stubs tries to salvage train fare 
and lunch money for the next meet. * 
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Vew decisions - 
Relocated tenants not taxable on mov- 
ing expense bonuses given them. An 
urban renewal project makes payments 
to persons displaced to compensate them 
for moving expenses and actual direct 
losses of property. Such payments are 
not income to the recipients. The ex- 
pense of moving the tenant was as- 
sumed by the project under contract 
with the Government. Whether such 
bonuses paid to a business are taxable 
depends on the facts. Rev. Rul. 60-279. 


Medical expense question avoided; 
standard deduction is larger. Taxpayer 
claims he made two trips to Florida in 
1957 to see a retired chiropractor, whom 
he had been unable to interest in his 
case during three preceding years. The 
court holds that, even if taxpayer can 
support the deduction of his traveling 
expenses to and from Florida as a medi- 
cal expense, he still failed to prove that 
the amounts so paid and allowable as 
medical expenses would be sufficient to 
make his itemized deductions 
the standard deduction 
Samaha, TCM 1960-203. 


exceed 
allowed him. 


Support includes dancing and dramatic 
lessons. Taxpayer claimed he contrib- 
uted more than half of the support of 
his minor child and, therefore, was en- 
titled to a dependency exemption under 
Section 152(a) of the 1954 IRC. The 
Commissioner contended that taxpayer's 
ex-wife contributed more than half the 
support. The court holds against tax- 
payer, finding that the amount paid by 
taxpayer’s ex-wife for singing, dancing, 
and dramatic lessons for the minor child 
are elements of the child’s support, even 
though under state law a court cannot 
require the parents to provide such 
lessons as part of their common law or 
statutory duty. The court notes that the 
child had shown exceptional talent, had 
sung in two radio broadcasts, and was a 
church soloist. McKay, 34 TC No. 110. 


Reimbursement for school transporta- 
tion expenses is not income. In Rev. 
Rul. 57-60, the IRS held that payment 
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by a special board to a parent for trans- 
porting children to school is not tax- 
able income. The ruling said the pay- 
ment “is reimbursement for personal 
expenses.” The IRS now says that the 
rationale for the ruling is that trans- 
portation of the pupil is an obligation 
of the school board. It deletes the phrase 
about personal expense of the parent 
because it might give rise to the er- 
inference that reimbursement 
of personal expense is never income. 
Rev. Rul. 60-280. 


roneous 


Teacher paid to use experimental texts 
have income, not scholarship grants. 
\ided by a National Science Foundation 
grant, a study group wrote an experi- 
mental text for the teaching of eighth 
and ninth grade mathematics. Teachers 
their 
classes and report on their experience 


selected to use this material in 
ire paid stipends equal to about two 
days’ extra pay a month. The IRS rules 
that this is compensation for services. 
The Regulations provide that compen- 
sation for services cannot qualify for 
treatment as scholarship. Rev. Rul. 60- 
274. 


Foster parent may deduct pre-adoption 
medical expenses. In a 1956 ruling the 
IRS included doctor and hospital bills 
among expenses, in connection with 
an adoption, that it said were personal 
and not deductbile. Since that time the 
Code has been changed to permit a 
child awaiting adoption to qualify as 
. dependent. The IRS accordingly modi- 
fies Rev. Rul. 56-401 and now rules that 
an adopting parent may deduct pay- 
ments for medical services rendered 
prior to placement of the child in the 
taxpayer's home if the child qualifies as 
| dependent at the time the services are 
rendered or paid for and if the pay- 
ment is for the medical services as such 
and not merely reimbursement of the 
adoption agency for its costs. Rev. Rul. 


60-255. 


Divorced wife entitled to claim exemp- 
tions for children. Taxpayer and his wife 
were divorced in 1954. Custody of their 
two children was awarded to the wife. 
In 1955 both remarried. For the years 
1955, 1956, and 1957 each deducted on 
his return $1,200 as personal exemptions 
for the children. Neither kept any 
records of the amount contributed to the 
support of the children, and the evi- 
dence consisted largely of conflicting 
estimates of expenditures and allocations 


thereof. On the facts, the court finds that 
the mother is entitled to claim 
children. Lockhart, TCM 1960-195. 


the 


Contingent alimony is periodic and de- 
ductible despite over-10-year period. 
Alimony to be deductible must be 
periodic. This term has been interpreted 
by the courts as meaning indefinite. 
Consequently, a contingency of death or 
remarriage stopping the payments will 
make them periodic and hence deduc- 
tible. The IRS accepted this definition 
and in Rev. Rul. 59-45 said it would fol- 
low this rule under both the 1939 and 
1954 Codes. The ruling referred, how- 
ever, to payments over a period of less 
than 10 years. The IRS now expands 
that ruling to make it clear that pay- 
ments over a period in excess of 10 years 
also qualify. Rev. Rul. 59-45. 


Rentals from farm land excluded from 
self-employment income. A 
pany and a number of farmers agreed 


steel com- 
that, in consideration of quarterly pay- 
ments by the the farms, 
which were near the steel plants, would 
be leased to the company so that it could 
discharge 


company, 


without 
liability for damage to the farms. The 


fumes and_ refuse 
farmers were permitted to operate their 
farms but agreed to hold the company 
blameless for any damages resulting from 
fumes 
and refuse. The Service holds that, al- 
though this arrangement is not in the 
nature of land, the 
company was given certain rights in the 


the non-negligent discharge of 


the usual lease of 


land. The payments from the steel com- 
pany are excluded from the computa- 
tion of self-employment income. Rev. 
Rul. 60-170. 


EXPENSES 


Trip to convention as prize for sales is 
taxable income to insurance salesman. 
The taxpayer was an insurance agent 
Life Insurance 
Company. He qualified to attend South- 
land’s convention in New York City and 
also to take along his wife by selling the 


selling for Southland 


requisite amount of insurance as deter- 
mined by Southland. The convention 
trip consumed five or six days, of which 
time, one morning session was devoted 
to a business meeting, followed by a 
business luncheon. The remaining time 
was devoted to travel, sight-seeing, en- 
tertainment, fellowship, or free time. 
The Commissioner assessed a deficiency 
on the theory that the $560 admitted 
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value of an all-expense-paid trip from 
Dallas, Texas, to New York City, paid 
for by Southland Life Insurance Com- 
pany, was includable in the income of 
the taxpayer and as a personal ex- 
pense was nondeductible by taxpayer. 
This court the Commis- 
sioner. The primary purpose of the trip, 


Personal tax problems «+ 


agrees with 
as found by the court, was a reward or 
a bonus given to the employees for ex- 
cellence in service. If it was purely edu- 
cational, it might have been held at 
the company’s home office in Dallas, 
Texas, rather than at such a remote 
place, and those who did not attain 
such a high rating might have had the 
benefit of the program at the 
vention. The holding of conventions, 
generally, and especially holding them 
at remote places, has the primary pur- 
pose of affording a pleasure trip the 
agent himself would have paid for if 
the company had not given it to him. 
This court, while mentioning the recent 
Alabama case of 


con- 


Thomas v. Patterson, 
which is quite similar, makes no. ap- 
parent effort to disagree with or to’ re- 
the 
stresses the re- 


decision with Thomas 


Instead, 


concile this 


case. the court 
moteness of New York as indicating the 
company’s intent to hold out an allur- 
ing reward to 


make its work 


harder. This court also says it is gov- 


agents 


erned by the purpose of the convention 
as to the taxpayer and not the purpose 
of the insurance company in holding 
the convention. Rudolph, DC Tex., 9/ 
21/60. 


Interest on loan to buy single premium 
annuities deductible under 1939 Code. 
Taxpayer borrowed money from a 
bank, which he used in 1953 to purchase 
single-premium As 
the bona fide—tax- 


payer did in reality borrow money from 


annuity 
indebtedness 


contracts. 
was 


a bank and did in reality pay interest 
therefor—the interest actually paid is 
held to be deductible in the absence of 
any specific statutory prohibition. (In- 
terest paid with regard to annuity con- 
tracts purchased after March 1, 1954, is 
not deductible, by virtue of Section 
264(a)(2) of the 1954 Code.) Loughran, 
TCM 1960-214. 


Boat racing was president’s hobby—not 
a necessary business expense. A corpo- 
ration in the electrical contracting busi- 
ness is denied an advertising expense 
deduction for amounts spent for labor, 
repairs, depreciation, and travel in con- 
nection with powerboat racing, a sport- 
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ing event of great civic interest in De- 
troit, where petitioner had its principal 
piace of business. A powerboat had been 
purchased by the corporation and en- 
tered in races held in Detroit and other 
cities. The court admits the racing pro- 
gram had a good public relations re- 
sult by providing the president and 
chief stockholder, in name the 
boat was registered, with contacts help- 


whose 


ful in securing customers for the corpo- 
ration but the benefit to the 
corporation incidental. The expendi- 
ture succeeded primarily in building up 
the stockholder as a sportsman of great 
renown and could hardly be classed as 
an “ordinary and necessary” business ex- 
pense. W. D. Gale, Inc., TCM 1960- 
191. 


finds 


Expenses for pleasure yacht available 
for hire is not deductible. Taxpayer 
purchased a yacht that he used for his 
personal pleasure during the summer 
months. In the winter the yacht was 
taken to and listed with a 
brokerage firm as available for charter. 
During the years in issue the yacht was 


Florida 


not chartered; it was in subsequent years. 
Taxpayer would spend about two or 
three weeks in Florida during the win- 
ter, at which time the yacht was avail- 
able to him. Taxpayer deducted part of 
the maintenance and operating expenses 
of the yacht as expenses incurred in 
connection with property held for the 
production of income. The court holds 
that under Regulation 1.212-1 the test to 
be applied is whether the yacht was 
held primarily for the production of in- 
come or primarily for sport, hobby, or 
recreation; that under the facts the court 
cannot find that the yacht was held pri- 
marily for the production of income, 
there 
yacht to income-producing purposes. 
Rand, 34 TC No. 120. 


since was no conversion of the 


Construction superintendent denied de- 
duction for work clothes and auto de- 
preciation. A construction superintend- 
ent is denied a deduction for the cost 
of work clothing and laundering. His 
employer did not require him to wear 
any special type of clothing. His cloth- 
ing, consisting of “khaki pants or some- 
thing in the nature of work clothes, 
was found to be of a kind adaptable to 
general wear and hence personal in 
nature. Taxpayer had also claimed an 
automobile-expense deduction calculated 
on the basis of 7 cents per mile and a 
separate deduction for depreciation. The 
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court sustains the Commissioner’s find- 
ing that the allowance of 7 cents per 
mile was sufficient to cover both the 
auto expenses and the auto depreciation 
to the extent used for business purposes. 
Stuart, TCM 1960-194. 


Business expense deduction denied for 
failure to prove taxpayer was engaged 
in a business. Taxpayer, an engineer, 
who was employed as a regular full-time 
employee, is denied deductions for 
claimed expenses incurred in his activi- 
ties as a consultant, inventor, or author. 
The evidence totally failed to sub- 
Stantiate taxpayer’s claim that he was 
engaged in any trade or business other 
than as a salaried employee. Neither the 
fact that in some years subsequent to 
the taxable year taxpayer received con- 
sulting fees and an advance royalty from 
a publishing house nor the fact that he 
had business cards printed constitutes 
satisfactory evidence of any business 
other than that of an employee. Groder, 
TCM 1960-208. 


Costs of maids and gardeners for home 
held for production of income are de- 
ductible. Taxpayer is held entitled to 
deduct wages paid to two household 
maids and to the two gardeners during 
the time that his house was rented and 
while it was shown to prospective pur- 
chasers. The court holds the expenses 
were ordinary and necessary to keep 
the property in presentable condition. 
It also allows as a deduction one half 
of the cost of repairs required because 
of damage done by a severe rainstorm. 
O’Madigan, Jr., TCM 1960-212. 


TRAVEL 


Some travel expense in excess of 125% 
of U.S. allowances may be treated as ac- 
counted for. Under the Regulations, re- 
imbursed expenses need not be included 
on his tax return by an employee who 
accounts for them to his employer. 
Further, it is provided in Rev. Rul. 58- 
453 that mileage and travel allowances 
not in excess of 125% of the allowances 
made by the Federal Government to its 
employees will be considered accounted 
for even though no actual accounting is 
made. The IRS now provides for similar 
treatment of certain allowances in ex- 
cess of the 125% standard. Reasonable 
amounts in excess, based on geograph- 
ical differences in costs or higher mini- 
mum allowances for an initial number 
of miles, will be approved. Higher al- 


lowances based on differences in grade 
or salary will not be approved. Rev. 
Rul. 60-282. 


Cost of food and lodging at principal 
post of duty not deductible. During 
1956 and the two preceding years, tax- 
payer had no regular employment in 
Trenton, where he maintained a resi- 
dence for himself and his family. In 
1956 and for two years thereafter he 
performed varied services for the Goy- 
ernment and two law firms in Washing- 
ton, D. C. Amounts claimed as deduc- 
tions representting the cost of food and 
lodging while in Washington and the 
cost of transportation to and from the 
residence in Trenton on weekends are 
denied as personal living expenses on 
the ground that Washington was tax- 
payer’s principal post of duty and hence 
his “‘tax home.” Martin, TCM 1960-217. 


Journeyman-plumber not entitled to 
away-from-home expenses while at con- 
struction site for 242 years. Taxpayer, 
a journeyman-plumber who lived in 
North Carolina, came to Ohio to ac- 
cept a job with a heavy construction 
contractor. Although at the time he was 
told it was a “big” job, he had no 
knowledge of its duration. His employ- 
ment depended upon his performing 
satisfactorily. The work actually con- 
tinued for 21% years, during which time 
taxpayer’s family remained in North 
Carolina. On the facts the court finds 
taxpayer’s employment in Ohio was in- 
definite in duration rather than tem- 
porary, that the job site in Ohio was his 
principal post of duty, and that his ex- 
penses for meals and lodging at his post 
were not business travel expenses while 
away from home but were nondeductible 
personal and living expenses. Simpson, 
TCM 1960-192. 


Moving family out of job area doesn’t 
make hotel there deductible. A business 
consultant moved his family from Cin- 
cinnati to New York in 1953 and did not 
thereafter maintain a home in Cin- 
cinnati. In April 1955 he moved his 
family back to Cincinnati but con- 
tinued his post of duty in the New York 
area. The court holds taxpayer’s volun- 
tary act in moving his family residence 
away from his post of duty cannot have 
the effect of allowing him to deduct his 
living expenses incurred at his post of 
duty nor the cost of his New York- 
Cincinnati trips to visit his family. 
Fischer, TCM 1960-188. 
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Tax planning to avoid the dividend 


hazard in stock-purchase agreements 


by ADDIS E. HULL III 


llthough stock-purchase agreements solve many of the most difficult estate-planning 


problems for the owner of a small business, a major tax hazard exists: the possibility 


that the purchase will be treated as a taxable dividend. Mr. 


Hull here considers 


the several types of stock-purchase agreements, how they work, when to use them, 


and how to avoid the dividend hazard. * *% 


second, to be published next month, 


This is the first of two articles. The 


will deal with tax problems of surviving 


stockholders and the corporation and the advantages and disadvantages of cross- 


purchase and entity agreements. 


(“ URVIVOR STOCK-PURCHASE AGREEMENTS 
> take two. basic the entity 
form, an agreement between the corpo- 
and two its share- 
holders, and the cross-purchase form, an 


forms: 


ration or more of 
agreement between two or more of the 


shareholders of a corporation, the cor- 
poration itself not being a party to the 
agreement. 

Either 


that upon the death of a shareholder his 


form of agreement provides 


estate will sell and the corporation or 
the de- 
price set 
forth in the agreement or for a price 
determined by a formula set forth in the 


other shareholders will purchase 
cedent’s shares of stock for a 


agreement. 

[he purchaser usually provides funds 
life 
that is purchased and maintained on the 
lives of each of the shareholders party to 
the agreement. The entity form requires 
the corporation to be the owner and 


to pay for the stock by insurance 


beneficiary of, and to pay the premiums 
on, such insurance; the cross-purchase 
form provides that each shareholder is 
the life of each 
other shareholder party to the agree- 
ment and that he be the beneficiary of 
and pay the premiums thereon. Upon 
the death of a shareholder the life-in- 
surance-funded agreement provides that 
the insurance proceeds will be used to 
the extent necessary to pay the purchase 
price of the deceased shareholder's stock. 
If the agreement is not funded with in- 


to Own insurance on 


surance, and sometimes even if it is, it 
may provide for payment of the pur- 
chase price of the decedent’s stock part- 
ly in cash and the balance in install- 
ments over a several-year period. When 
stock is purchased on a deferred-pay- 
the shares are usually 
pledged to the deceased shareholder’s 
estate until the deferred portion of the 
purchase price is paid. 

Both the entity and the cross-purchase 


ment basis, 


form of agreement usually contain inter- 
restrictions on the other 
shares of 


vivos sale or 
shareholder’s 
stock with option given to the corpora- 
tion or shareholders to purchase the 
shares of the shareholder who proposes 


transfer of a 


to sell or otherwise transfer his shares. 
Deferred payment provisions in connec- 
tion with such inter-vivos purchases are 
usually a necessity, as life insurance pro- 
ceeds are not then available as a source 
of purchase money. 


Problems these agreements solve 
If the deceased 
shareholder’s estate become shareholders 


beneficiaries of a 


of the company, conflicts between them 
and the surviving shareholders frequent- 
ly arise, usually because of the differ- 
ences in the contributions each class of 
shareholder makes to the business. The 
survivor stock-purchase agreement elim- 
inates these conflicts by arranging for 
the purchase of the deceased share- 
holder’s interest in the business. 
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Conflicts between surviving  share- 
holders beneficiaries who become 
shareholders generally arise when the 
beneficiaries of a deceased shareholder’s 
estate are his widow and children and 
they are inexperienced in business mat- 
ters. Beneficiaries continuing as share- 
holders of the company after the de- 
cedent’s death become mere investors in 
the company, 


and 


and the surviving share- 
holder or shareholders continue not only 
to be investors but have the additional 
burden of being solely responsible for 
the management of the company. This 
difference in the responsibilities of the 
two shareholder groups usually produces 
conflict. 

The surviving shareholders want to 
take the profits of the business in the 
form of salary, as they supply the man- 
agerial effort needed to run the busi- 
ness; they do not wish business profits 
distributed to them in the form of divi- 
dends, with resulting double taxation of 
The beneficiaries of 
the deceased shareholder's estate, on the 
other hand, 


corporate income. 


must rely on dividends to 
supply them with their share of corpo- 
rate profits. The salary route is denied 
them, as they contribute no management 
service to the corporation. 

A second conflict is that the bene- 
ficiaries, being inexperienced in busi- 
ness the 
efforts of the surviving shareholders and 


matters, tend to undervalue 
object to the amounts of their salaries; 
the latter, of course, often have an exag- 
gerated sense of the worth of their ac- 
tivities as business executives. 

A possible third conflict between bene- 
ficiaries of a deceased shareholder’s 
estate and surviving shareholders is that 
a widow or adult child of a 
shareholder may presume to know how 


deceased 


to conduct the business of the corpora- 
r he in fact lacks such 
The offer of services by such 


tion, when she o 
knowledge. 
survivors to the management and stock- 
holders can create conflict. 

Ar. interest in a small business corpo- 
ration may represent a hazardous invest- 
ment for the the de- 
ceased shareholder’s estate. This obvious 


beneficiaries of 


problem confronts the estate of a de- 
ceased shareholder when the interest in 
corporation repre- 
sents all or a substantial portion of the 
estate. The conduct of a business neces- 
sarily entails risks not present where 
estate funds are used to purchase con- 
servative Here again, the 
stock-purchase agreement solves the 
problem by providing for the purchase 


the small business 


securities. 
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of the deceased shareholder’s stock in 
the corporation. This supplies cash to 
the deceased shareholder’s estate, which 
can be used to purchase safe invest- 
ments. 
Liquidity 

Shareholders of small business corpo- 
rations invest most of 
assets in the business. This produces a 
liquidity problem in the estate of a de- 
ceased shareholder. How does his estate 
raise funds to pay estate death taxes, ex- 
debts, and 
funeral expenses? Purchase of the de- 


usually their 


penses of administration, 
ceased shareholder’s stock by the corpo- 
ration or the surviving shareholders 
solves this problem. This is not to say 
that the stock-purchase agreement is the 
only solution to this problem.! 
Valuation of stock of a closed corpo- 
ration is not an exact science; reason- 
able minds may differ with respect to a 
particular valuation problem. Sometimes 
it is possible to establish a certain price 
or value for a deceased shareholder’s 
stock. This facilitates the planning of his 
estate; the shareholder and his advisers 
know the amount his estate will receive 
for his interest in the corporation. In 
some cases the price will be determined 
by a formula through which changes in 
the value of the business will be re- 
flected. An additional advantage of the 
agreement may be to obtain for the de- 
ceased shareholder’s estate a lower valua- 
tion for death tax purposes of the stock 
than would have been the case had no 


agreement been executed.” 


The dividend threat entity form 


When 
estate owner have recognized the pos- 


the estate planner and the 


sibility of serious conflicts arising after 
the owner’s death, the welfare of the 
stockholder’s beneficiaries and of the 
corporation require some kind of stock- 
purchase agreement. The estate planner 
must turn his attention to formulating 
the best agreement under the circum- 
stances. At this point an examination 
must be made of the possibility that, 
because of the complicated constructive 
ownership and attribution rules of the 
Code, the planned-for stock purchase 
might be treated for Federal income tax 
purposes as a dividend to the sellers. 

In common parlance a dividend on 
corporate stock is the payment by the 
corporation of earnings and profits to 
the shareholders in proportion to their 
respective shareholdings.’ Suppose the 
sole shareholder of a corporation causes 


¢ December 1960 


the latter to purchase and redeem 50% 
of his stock. The economic effect of the 
redemption is like the distribution of 
a dividend to the shareholder; he re- 
ceives cash (assume it’s out of earnings 
and profits) from the corporation, and 
after the receipt thereof his interest in 
the net worth of the corporation is the 
same as before the redemption. 
Suppose a father and son own all the 
outstanding stock of a corporation, the 
corporation redeems the shares of the 
father, and the tather continues to be 
employed as an officer and employee of 
the corporation. This transaction, too, 
resembles the distribution of a dividend 
to the father if we consider the father 
and the son as one economic unit. It is 
reasonable to do this because of the 
close ties of affection presumed to exist 
between the father and the son. A 
variation of the example just given 
the father, after the re- 
demption of his stock, ceases to be an 
officer or employee of the company. In 


occurs when 


this case it is not so clear that his son 
is his alter ego, hence not so clear the 
father has received a dividend. 
Suppose a corporation has two share- 
holders, one of them an individual, A, 
and the other another corporation or a 
further that A 
owns all the stock of the other corpo- 


partnership; suppose 
ration or owns the entire capital of the 
partnership. If the corporation redeems 
all the stock owned by A’s corporation 
or all the stock owned by A’s partner- 
ship, the redemption has the same eco- 
nomic effect as in the first example. 

Another example: Again the corpo- 
ration has two shareholders. Shareholder 
B is a trustee of a trust created by the 
will of A’s grandfather. The trust termi- 
nates after A’s mother’s death and dis- 
tributes to A (or his estate). The 
corporation redeems the stock owned by 
the trust. Again the economic effect of 
the transaction is similar to the first or 
second example considered, that is, a 
partial redemption of stock owned by 
a single family unit has been made. 


Essentially equivalent 


Contrast with these examples the fol- 
lowing: A and B are unrelated to each 
other and are the sole shareholders of a 
corporation. A wishes to retire from the 


1 Section 303 provides for dividend-free redemp- 
tion of a portion of a deceased shareholder’s stock. 
This provision is to be discussed in next month’s 
article. 

2 This is subject to some reservations to be dis- 
cussed next month. 

® This is substantially the definition of dividends 


business. The corporation redeems all of 
A’s stock, leaving B the sole remaining 
shareholder. After the redemption A 
ceases to be an officer or employee of 
the corporation. Assume the same facts 
as in the preceding example, except that 
A wishes the return of only a portion 
of his capital, B thereafter to be the 
majority and A the minority shareholder 
in the company. The corporation re- 
deems 50%, of A’s stock. It redeems none 
of B’s stock. 

In the first set of examples the dis- 
tributions resemble more the distribu- 
tion of cash in the form of dividends; 
in the latter set of examples the distri- 
butions are more clearly bona fide re- 
demptions of shares of stock owned by 
parties who sever or change materially 
their interests in a business enterprise. 

The Internal Revenue Code of 1939 
in Section 115(g) attempted to prevent 
distribution of taxable dividends in the 
guise of stock redemptions by prescrib- 
ing that, wherever a distribution was 
made from a corporation with respect to 
stock essentially equivalent to the distri- 
bution of a taxable dividend, it would 
be treated as such and would not be 
treated as a payment made in exchange 
for stock. This section was not, however, 
uniformly interpreted by the courts and 
it was broad enough in its terms to 
make prediction of its effect on particu- 
lar redemptions difficult. In order to 
remedy this confusion in the interpreta- 
tion of Section 115(g) and to prevent the 
lack of uniformity in its interpretation 
by the courts, Congress entirely revised 
the section when it enacted the Internal 
Revenue Code of 1954. Sections 302 
and 318 of the 1954 Code retain the 
general rule, expressed negatively in the 
1939 Code, that a distribution not essen- 
tially equivalent to a dividend will not 
be taxed as such. Section 302(b)(1) pre- 
scribes rules, the observance of which 
by taxpayers will insure that a distribu- 
tion is not taxed as a dividend. Even if 
these rules are not observed, in a par- 
ticular case it may be possible for a tax- 
payer to sustain the burden of proving 
the non-dividend character of a particu- 
lar distribution. In the following dis- 
cussion, however, it is assumed that a 
distribution is “no dividend” only if the 
specific rules which insure that treat- 


as set forth in Section $16. 

3a As this article was going to press, the Tax Court 
issued its first decision involving the application 
of the attribution rules. Lewis, 35 TC No. 11. 

4 Section 318(a) (1) and Section 302(b) (3). 

5 Section 318(a) (2) (A) and (B). 

® Section 318(a) (2) (B); under this section a re- 
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ment are observed (Sections 302(b)(2) 
and (b)(3)). 

Preliminary to a discussion of the rules 
prescribed by the new sections, it should 
be observed that the sections are appall- 
ingly complex and, in certain applica- 
tions, ambiguous. Therefore, until or if 
the courts subject the sections to inter- 
(which they have not yet 
done)# no writer can presume to cor- 
rectly interpret the sections in all of 
their applications. Attempt is here made 
to describe and interpret the sections 
only as they seem to apply unambigu- 


pretation 


ously in certain areas having to do with 
stock-purchase agreements. 


Attribution rules 

The new sections prescribe a series 
of rules whereby in certain instances 
shares of stock in a corporation owned 
by one person are assumed to be owned 
by other members in his family unit or 
vice versa or by estates, partnerships, 
corporations, or trusts in which he has 
an interest or vice versa. If after the ap- 
plication of these so-called ownership 
attribution rules the redemption of 
stock is either of “all” the stock owned 
by the shareholder or attributed to him 
or if after application of the rules the 
redemption of the shareholder’s stock 
is “substantially disproportionate” with 
respect to him, then the redemption is 
considered as a distribution in part or 
full payment in exchange for the stock 
and not the distribution of a taxable 
dividend. 

For purposes of determining whether 
‘all’ the shareholder’s stock is re- 
deemed, the shareholder is considered 
as Owning not only the stock he actually 
owns but also all stock owned by his 
spouse, his children, his grandchildren, 
and his parents. Also, for such pur- 
poses stock owned by a partner or bene- 
ficiary of an estate or trust is considered 
as owned by the partnership, estate, or 
trust, and stock owned directly or in- 
directly by a partnership, estate, or trust 
is considered as owned proportionately 
by its partners or beneficiaries.5 In the 
case of stock owned by a beneficiary of a 
trust, however, ownership is not at- 
tributed to the trust if the beneficiary’s 
interest in the trust is a remote con- 
tingent interest.® 


mote contingent interest is one worth less than 
>% actuarily; under this section employees’ trusts 

under Sections 401 and 501 are excluded; also un- 

der this section stock of so-called grantors trusts 

under Sections 671-678 inclusive are treated as 

owned by the owners of such trusts and vice versa. 
Section 318(a) (2) (c). 


For the further purpose of determin- 
ing whether “all” the shareholder's stock 
is redeemed, if 50% or more in value of 
the stock of a corporation (a corpora- 
tion other than the one whose stock is 
being redeemed) is owned by a share- 
holder whose stock is being redeemed, 
the latter is considered to own the stock 
owned by such other corporation in the 
proportion that the value of the stock 
such shareholder owns bears to the value 
of all stock in such other corporation; 
and such other corporation is considered 
as owning the stock in the redeeming 
corporation owned by the shareholder 
whose stock is to be redeemed. 

If a person has an option to acquire 
stock, such stock is considered as owned 
by him. The term option includes an 
option to acquire such an option and 
each of a series of such options.® 


Complete severance 


If the redemption of the shares of 
stock actually owned by a shareholder 
completely severs his interest in the 
corporation except as a creditor and he 
does not within 10 years re-acquire any 
such interest, the family attribution rules 
do not apply to determine whether “all” 
his stock was redeemed. Stated specifi- 
cally, if: 

1. all the stock actually owned by a 
shareholder is redeemed (excluding 
shares attributed to him as just de- 
cribed) 

2. the imme- 
diately after the redemption have an 
interest in the corporation (including 
officer, director, or 
employee) other than an interest as a 
creditor 


shareholder does not 


an interest as an 


3. does not within 10 years after re- 
demption acquire such interest® 

4. the shareholder complies with cer- 
tain technical conditions prescribed by 
Section 302(c)(2), and the Commis- 
Regulations thereunder then, 
with respect to stock in the redeeming 


sioner’s 


corporation owned by the shareholder's 
spouse, children, grandchildren, and 
parents, such stock is not 
foregoing rules treated as being owned 
by the shareholder.1° 


under the 


If redemption is not made of all the 
shares a shareholder owns (actually or, 
under the attributions rules, construc- 


§ Section 318 (a) (3). 

® The 10-year requirement is waived in certain in- 
stances. See Section 302(b) (5). 

10 Section 302(c) (1) and (2). 

11 Section 302(b) (2). 

12 Section 302(b) (2) and Section 318. 

18 Section 318(a) (4) (A) and (B). 
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[Mr. Hull is a member of the Illinois 
Bar and a partner in the Chicago law 
firm of Thompson, Raymond, Mayer, 
Jenner and Bloomstein.] 





tively), the redemption may nevertheless 
be substantially disproportionate. In 
that case the stock redemption will still 
be considered as in part or full payment 
for the stock redeemed and will not be 
treated as the distribution of a taxable 
dividend. 

A distribution is “substantially dis- 
proportionate” if immediately after the 
redemption the shareholder owns less 
than 50% of the combined voting power 
of all classes of stock entitled to vote 
and if the ratio the voting stock of 
the corporation owned by the share- 
holder immediately before the redemp- 
tion bears to all the voting stock of the 
corporation at such time is reduced by 
more than 20% as a result of the re- 
demption and if such redemption effects 
a similar ratio reduction in the case of 
the shareholder’s common stock in the 
corporation, voting or non-voting." 

In the determination of whether a re- 
demption distribution with respect to a 
shareholder is “substantially dispropor- 
tionate,” the same ownership attribution 
rules apply as those described above with 
respect to redemption of ‘‘all” the stock 
except that in all 
events stock owned by the shareholder's 


of a_ shareholder, 


spouse, children, grandchildren, and 
parents is to be treated as owned by the 
shareholder; that is to say, the excep- 
tion to the use of the family attribution 
302(c)(2) 


applies only to distributions in complete 


rules prescribed by Section 


redemption of all the stock actually 
owned by a shareholder of a corporation 
and not to substantially disproportion- 
ate redemptions.!? 


Double attribution limited 


In the application of the above-de- 
scribed attribution rules, stock owned 
constructively (that is, stock attributed 
to a person by reason of the applica- 
treated as 
actually owned by such person, except 


tion of the rules) is to be 


that stock constructively owned by an 
individual by reason of the application 
of the family attribution rules (as dis- 
tinguished from the attribution rules 
that relate to partnerships, estates, trusts, 
and corporations) shall not be treated as 
owned by a shareholder for the purpose 
of again applying the family attribution 
rules to make another the constructive 
owner of such stock.18 For example, a 
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soh is deémed to own his father’s shares, 
and the father is deemed to own an- 
other son’s shares, but one son is not 
deemed to own the other son’s shares 
through constructive ownership arising 
out of the father-son relationship. 
Also, in the application of the attri- 
bution rules, in any case in which an 
amount of stock owned by any person 
may be included in the computation of 
the shares he owns or is deemed to own 
constructively more than one time, such 
stock is to be used in the computation 
only once and such stock is to be used 
in such computation in the manner in 
which it will impute to the person con- 
the 


cerned largest total stock owner- 


ship.14 


How the rules work 


Concrete examples will serve to illus- 
trate the most important of the fore- 
going principles from the point of view 
of the estate planner. (To a certain ex- 
tent the following examples repeat pre- 
viously given examples; but this is neces- 
sary for the understanding of Sections 
302 and 318 as they apply in the estate 
plan context.) 
and B are the sole 
shareholders of a business corporation 


Example 1: A 


and execute an entity form of stock-pur- 
chase agreement that provides the cor- 
poration will redeem for cash the shares 
of stock deceased 
holder. A dies. He is related in no way 
to B, and B is not a beneficiary of A’s 
estate; neither has any interest in any 


owned by a share- 


other business enterprise. The redemp- 
tion of A’s stock from A’s estate as re- 
quired by the stock-purchase agreement 
is a distribution to be treated as in full 
payment in exchange for A’s stock. In 
other words, none of the tax problems 
discussed above present any dangers in 
this simple situation. The same result is 
reached if A’s shares are redeemed while 
he is living. 
Example 2: Father and son own in 
equal shares the stock of a corporation 
that enters into the same stock-purchase 
its shareholders as de- 
scribed in Example 1. Neither father 
nor son is a participant in any other 
business enterprise. The father dies, and 
the corporation redeems his stock pur- 


agreement with 


suant to the stock-redemption agree- 
The father 
which his son is not a beneficiary. As 
it is the father’s estate, not the father, 
whose shares are redeemed, the family 
attribution rules prescribed by Section 
$18(a)(1) of the Code have no applica- 


ment. leaves a will under 


¢ December 1960 


tion. As the scn has no interest in his 
father’s estate, te attribution rules pre- 
scribed by Section 318(a)(2) of the Code 
with respect to estates (and partner- 
ships and trusts) have no application. 
Therefore, the redemption of the de- 
ceased shareholder’s stock from his estate 
is of “all” of the estate’s shares and is 
treated as a payment in exchange for 
stock. 

Example 3: Same facts as in Example 
2, except that redemption of the father’s 
stock is made in his lifetime, and there- 
after he has no interest in the corpo- 
ration and complies with the conditions 
of Section 302(c)(2) of the Code. The 
family attribution rules of Section 318 
(a)(1) of the Code would apply to at- 
tribute the son’s stock to the father 
and hence prevent a redemption of 
“all” of the father’s stock had not the 
father severed all his interest in the 
corporation and had he not complied 
with the conditions of Section 302(c)(2). 
He did, however, and therefore the re- 
demption is of “all” of his stock and is 
treated as payment in exchange for 
stock and not as a taxable dividend. 

Example 4: Same facts as in Example 
2, except that under the father’s will the 
son inherits 50% of his deceased father’s 
estate. The redemption of the deceased 
shareholder's is treated as the 
distribution of a taxable dividend to the 
father’s estate. The family attribution 
rules of Section 318(a)(1) of the Code 
do not apply to estates, as stated in 
Example 2, but the attribution rules of 
Section 318(a)(2) of the Code do apply 
and treat as belonging to the estate 
the shares of stock in the corporation 
owned by the son as a beneficiary of his 
father’s estate. As a result of Section 
318(a)(2) only 50% of the shares the 
estate is deemed to own are redeemed; 
and the distribution will not qualify 
as “substantially disproportionate 
cause the unredeemed shares after the 
redemption represent 100% of the out- 
standing shares of the corporation. 
Therefore, the redemptio: will be con- 
sidered as the distribution of a taxable 
dividend to the estate of the father.14a 

Example 5: A and B, who are unre- 
lated to each other, own in equal shares 
all the outstanding stock of the corpo- 
ration. A and B as individuals own the 
real estate on which the corporation 
conducts its business operations and they 
lease the real estate to the corporation. 
A and B file partnership returns on the 
income received from the rental of the 
real estate and under the laws of the 


shares 


be- 


state in which the real estate is located 
are considered to be partners doing busi- 
ness as a partnership. The corporation 
enters into the entity form of stock-re- 
demption agreement, as in Example 1. 
A dies, and the corporation redeems 
A’s stock. The redemption will be 
treated as a distribution of a taxable 
dividend to A’s estate, as the estate will 
be treated as owning 34 of the outstand- 
ing stock of the corporation but as hav- 
ing had redeemed only 14 of the out- 
standing stock of the corporation. Under 
the attribution rules of Section 318(a) 
(2) shares of stock owned by partners 
are considered to be owned by the part- 
nership. Therefore, both the stock of 
A’s estate and B’s stock are considered 
as owned by the partnership. Under the 
same attribution rules stock owned by a 
partnership is considered to be owned 
proportionately by its partners. It is 
therefore required that the stock at- 
tributed to the partnership be attributed 
to the estate in proportion to its interest 
in the partnership.15 However, since 
one-half of the partnership’s attributed 
stock has already been counted as the 
stock actually owned by the deceased 
shareholder’s estate, only the other one- 
half of the partnership’s attributed stock 
is subject to proportional reattribution 
to the estate.16 This means that one-half 
(estate’s interest in the partnership) of 
such stock, or one-fourth of the total 
stock of the corporation, is considered 
to be owned by the estate, together with 
the one-half of the total stock of the 
corporation that it actually owns. For 
the same reasons as set forth in the pre- 
ceding example, the redemption of a 
stock would not qualify as “substantially 
disproportionate.” 

Example 6: A and B, who are un- 
related to each other, own in equal por- 
tions the 100 shares of the outstanding 
stock of the corporation. Neither A nor 
B has any interest in any other enter- 
prise and neither is a beneficiary under 
the other’s will. A dies, and the corpo- 
ration redeems 40% of the shares of 
stock owned by A’s estate. The distribu- 
tion to A’s estate is “substantially dis- 
proportionate,” and the redemption of 
the stock is considered as a payment in 
exchange for the stock. This is so be- 
cause each of the tests of dispropor- 
tionality specified in Section 302(b)(2) is 
met, viz., after the redemption A’s estate 


14 Regulations 1.318-1(a). 

14a The Tax Court in Lewis (35 TC No. 11) 
reached the same result on similar facts. 

15 Section 318(a) (2) (A). 

186 Regulations 1.318-1(a). 
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owns less than 50% of all the voting 
stock of the corporation (30 shares out 
of 80 outstanding); A’s ratio of stock he 
owns to total outstanding stock of the 
corporation is reduced by more than 
20% as a result of the redemption. (Be- 
fore redemption, ratio was 50%; after, 
it as about 3714%, a reduction of 25%. 

It is assumed in each of the foregoing 
examples that the corporation has earn- 
ings and profits at the time of the 
stock redemption accumulated subse- 
quent to February 28, 1913, at least 
equal in amount to the redemption 
price of the deceased shareholder's 
shares. When a stock redemption takes 
place and there are no accumulated 
earnings and profits, there cannot be 
a distribution of a taxable dividend; re- 
demption under such circumstances may 


lew estate & gift decisions this month 


Bequest to charity to be selected by 
relative qualifies for deduction. Dece- 
dent’s will bequeathed 10% of the resi- 
due of her estate “to such corporations, 


) 


foundations or organizations organized 
and operated exclusively for religious, 
charitable or educational purposes as 
may be selected by my said nieces... 
within six (6) months of my death.” The 
nieces selected a Lutheran church, and 
10% of the residue was paid to it. The 
District Director disallowed an estate 
tax charitable deduction on the ground 
that the bequest was “contingent and 
The District Court holds 


that a charitable deduction is allowable. 


uncertain.” 


Decedent had been quite wealthy and 
had given substantial amounts to various 
Lutheran churches and educational or- 
ganizations during her lifetime. Before 
the will was prepared, the nieces had 
suggested to decedent that she include a 
10% gift to Lutheran charities in her 
will and had agreed to make the selec- 
tion of the particular charities. The 
charity selected by the nieces was one 
to which the decedent had made gifts 
during her lifetime. Lincoln, DC Ind., 
7/28/60. 


Payment to widow to settle estate con- 
troversy qualifies for marital deduction. 
Prior to decedent’s second marriage he 
transferred 4,000 shares of stock into 
joint tenancy with his children by his 
former wife. After his death his second 
wife claimed an interest in the shares, 
and at the conclusion of prolonged liti- 


gation a_ settlement agreement was 


raise a local law problem, which will be 
discussed next month. 

The estate planner will realize from 
the examples just given that the com- 
plex attribution rules just discussed are 
equally applicable to a redemption oc- 
curring in a shareholder’s lifetime. In 
the determination of whether the attri- 
bution rules apply to the shareholders 
party to a proposed entity form of agree- 
ment, the estate planner must test in his 
mind the application of the rules to 
each shareholder party, assuming a life- 
time redemption of his shares, and to 
the estate of each shareholder, assuming 
a redemption of his shares after his 
death. Only then can it be determined 
whether the attribution rules will con- 
vert a proposed redemption of shares of 
a shareholder into a taxable dividend. * 





entered into. It was agreed that the wife 
would receive income from the 4,000 
shares until her death or remarriage 
and $13,000 in cash. The Tax Court 
holds that the $13,000 cash payment 
qualified for the marital deduction; the 
income interest in the shares, being 
terminable at her death or remarriage, 
does not qualify. Dutcher, 34 TC No. 
95, 8/31/60. 


Federal Government bound by state 
court determination that power was not 
exercised. Decedent possessed general 
powers of appointment under two trusts 
established by her parents prior to 1949. 
Upon her death in 1953 the trustees 
named in her will asserted that the 
powers of appointment had been exer- 
cised, but her son, the taker in default 
of exercise, contended otherwise. The 
dispute was litigated in the Orphans 
Court of Chester County, Pennsylvania, 
which court, after careful consideration, 
held that the powers were not exercised 
and that the son rather than the trustees 
under decedent’s will was entitled to the 
assets of the two trusts. The Government 
contended that the Orphans Court de- 
cision was not binding for Federal estate 
tax purposes and that the pre-1942 gen- 
eral powers of appointment were exer- 
cised. This court holds that the state 
court determination is binding on the 
Government. The suit in the Orphans 
Court had been a bona fide adjudica- 
tion of property rights, and there was 
no evidence of collusion. Bartol, DC 
Pa., 7/19/60. 
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Stock traded on American Stock Ex- 
change valued at $3 under market. De- 
cedent’s assets included 1,440 shares of 
Insurance Company of North America 
stock. On the date of death, 100 shares 
of the stock were traded on the Ameri- 
can Stock Exchange. The stock was 
traded'in 50 share units at a low of 8614 
and a high of 8714, and the Government 
asserted that the correct value was the 
mean between the high and low, or 87. 
Decedent’s executor claimed that the 
Federal estate tax value was 84 per share 
rather than 87. This claim was sup- 
ported by expert testimony to the effect 
that a block of 1,440 shares would have 
depressed the market price approxi- 
mately three points and that, if the 
stock had been offered other than on 
the exchange on a secondary basis, the 
marketing cost would have been 314% 
to 4%. After commenting on the light 
volume of trading in the stock, the court 
considered it appropriate to apply 
blockage and held that $84 per share 
was the proper value. Bartol, DC Pa., 
7/19/60. 


Estate taxed because of exercise of pre- 
1942 power of appointment. Under a 
trust established by decedent’s father, 
the trustee made discretionary payments 
of income to decedent and accumulated 
the balance. Decedent had been given 
a general power to amend or terminate 
the trust or to change any beneficial in- 
terest. He exercised the power by 
amending the trust in 1931 and again 
in 1938. The amendments changed the 
terms of the trust to 
trustee’s discretionary power to accumu- 
late income and to require that the en- 
tire net income be paid to decedent for 
life. In 1945 decedent released his gen- 
eral power of appointment but retained 


eliminate the 
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the right to income for life. The Com- 
missioner determined, and the 
Court agrees, that the trust property was 
includable in decedent’s gross estate. 
The exercise of the pre-1942 power was 
“of such a nature that if it were a trans- 
fer of property owned by the decedent, 
such property would be includible in 
the decedent’s gross estate.” Gartland, 
34 TC No. 89. 


Tax 


Sale of reserved income interest elim- 
inates trust from settlor’s estate. De- 
cedent established an irrevocable trust 
on May 28, 1932, reserving the right to 
3/5 of the income for life. In 1950, ap- 
proximately 
death, 


nine months before her 


decedent sold her retained in- 
terest in the trust to one of her sons for 
$140,000, a price computed on the basis 
of the actuarial tables of the estate tax 
regulations relating to the value of the 
life estate of 60% of the trust to the life 
tenant born in 1871. The court holds 
that, although the transfer was made in 
contemplation of death, it constituted 
a bona fide sale for full and adequate 
consideration. The corpus of the trust 
decedent's 
gross estate. Allen, D.C. Colo., 7/21/60. 


was not includable in the 


Attorney's fees not deductible; suit for 
refund was not justified. Jewelry and 
several savings bonds registered in co- 
ownership with decedent’s daughter were 
in a safe deposit box held in the joint 
names of decedent and his daughter. 
The daughter did not have a key to the 





Trust, created to prove taxpayer’s 
theory, is not charitable. The taxpayer 
created a trust to accumulate income for 
500 years. The instrument also provided 
that the accumulations were limited to 
that that 


excess should be paid to a certain chari- 


those were lawful and any 
table organization. The taxpayer, in his 
writings, had been an advocate of the 
theory of “cumulative endowment” and 
created the trust in order to prove his 
theory. This court recognizes that the 
delay in the enjoyment of a gift does 
not, in itself, destroy the charitable na- 
ture of the gift but says that in order 
for a trust to be charitable, it must, in 
its broad and general aspects, be bene- 
ficial to the public interest. The tax- 
payer’s long-time advocacy of his theory 
endowment,” his 


of “cumulative em- 


phasis upon unrestricted accumulations, 


New decisions: income taxation of trusts 
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safe deposit box nor did she ever visit 
it. Decedent’s executrix asserted that 
there had been a completed gift of the 
bonds and the jewelry and that they 
should be excluded from decedent's 
gross estate. The court disagreed and 
denied her claim for refund. It ruled 
that the bonds and jewelry were includ- 
able in decedent’s gross estate, for there 
had never been such a delivery of the 
property as would constitute a gift. In 
addition, the court noted that executrix 
and her attorneys at all times had avail- 
able to them facts clearly showing that 
claim for refund was not justified and 
held that no attorney’s fees incurred in 
processing the refund claim and suit 
could properly be claimed as a deduc- 
tion. Graham, DC Wash., 7/21/60. 


Deduction for funeral expenses paid 
from Indiana estate disallowed. A\l- 
though decedent’s will did not speci- 
fically authorize the payment of funeral 
expenses, such expenses were paid by 
the estate with the approval of the 
Hamilton Circuit 
Court. The Commissioner disallowed the 


County, Indiana, 
deduction for the funeral expenses, con- 
tending that, where the will of an In- 
diana decedent fails to authorize pay- 
ment .of funeral expenses, they could 
not properly be paid out of the estate. 
The Federal district court agrees with 
the Commissioner, noting that appli- 
cable Indiana law makes it improper to 
pay such expenses out of the 
Blackburn, DC Ind., 7/20/60. 


estate. 





and his choice of the state of Pennsyl- 
vania as the ultimate beneficiary because 
he believed that its laws permitted such 
accumulation, led this court to the con- 
clusion that the provisions for accumu- 
lation, together with the unreasonably 
long period for which the income was 
to be accumulated, destroyed the chari- 
table nature of the gift. Thus, the tax- 
payer was not permitted to take a de- 
duction for his contribution to the trust 
as a contribution to charity. Holdeen, 
DC N. Y., 8/15/60. 


Life tenant is taxable as fiduciary on 
capital gains. Taxpayer was bequeathed 
her husband’s residuary estate for life 
with power to invade corpus for her 
comfortable maintenance and support. 
The Court of Claims held that she was 
not taxable individually on capital gains 





realized on sale of estate assets but held 


that she was liable as a fiduciary. Al- 
though her position was not technically 
that of trustee, it was sufficiently similar 
to bring it within the scope of the trust 
provisions of the Code. [This decision 
was contrary to the Ninth Circuit’s hold- 
ing in Cooke, 228 F.2d 667.—Ed.] Weil, 
cert. den., 10/10/60. 


Income of family trust attributable to 
husband-grantor. Taxpayer bought the 
building in which his shoe business was 
being conducted and conveyed the build- 
ing to a trust. After an interval of more 
than a month he made his wife co- 
trustee. The trust instrument set aside 
10% of the income for the wife and gave 
the trustees power to distribute the bal- 
ance among the other beneficiaries. As 
to 90% of the income, this court agrees 
with the Tax Court that it was properly 
taxable to the husband-grantor on the 
ground that he had broad and unre- 
stricted power of control. But the wife 
had an adverse interest as to the remain- 
ing 10%; it was taxable to her in the 
year she filed a separate return. Laganas, 
CA-1, 8/16/60. 


Government may attack validity of a 
trust to tax income to grantor. The 
taxpayer created a trust under an in- 
strument that provided for the accumu- 
lation of income for a period of 500 
years. The instrument also provided that 
the income that could not be lawfully 
accumulated should be paid over to a 
The Government 
contended that the income was taxable 
to the grantor because the trust instru- 


certain beneficiary. 


ment was invalid by reason of the un- 
lawful accumulation of income. The tax- 
payer contended that the Government 
did not have the status that would per- 
mit it to attack the validity of the trust. 
This court holds that the Government 
may attack the validity of the trust but 
that this trust is not invalid because its 
terms provide that the accumulations of 
income that are 
lawful. In addition, the statutes of both 


are limited to those 
New York and Pennsylvania provide 
that, where the period of accumulation 
of income in a trust instrument is void 
for any reason, the income shall be paid 
to the beneficiary. Holdeen, DC N. Y., 
8/15/60. 


Income of Clifford-type trust taxable to 
grantor. Taxpayers executed a trust in- 
strument and, as retained 
virtually absolute control over the trust 
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corpus and income. They also reserved 
the right to change the beneficiaries 
from time to time and in their sole 
discretion without limitation. By virtue 
of a decree of the probate court, the 
powers of the grantors were curtailed, 
but they were still permitted to termi- 
nate the trust at will. The court holds 
the trust is a Clifford-type trust and 
imputes all of the trust income to the 
grantors. Gurich, TCM 1960-189. 


Income of trust no longer taxable to 
grantor after merger into second un- 
controlled trust. The grantor exercised 
such control over the property contained 
in the first trust as to be considered as 
substantially the owner thereof, and the 
income was taxable to him. The grantor 
then created a second trust, the income 
from which was not, it was conceded, 
taxable to him. He then attempted to 
the first trust the second 
trust, purportedly acting under the pro- 
vision in the first trust that the “Trustor 
reserves the right by written declaration 
to modify the terms of this instrument, 
but not so as to change beneficiaries un- 


merge into 


less to donees and purposes which are 
charitable, educational, or public.” The 
Government contended that the power 
to modify did not include the power to 
consolidate or absorb. This court holds 


that 


restriction the 


reserved 


the only upon 
was that he 


could not change beneficiaries unless to 


erantor’s power 
donees and purposes that are charitable, 
educational, or public. Thus, a valid 
consolidation or merger of the property 
and assets held under the first trust into 
the the 
income of the first trust was no longer 
the Holdeen, DC 
15/60. 


second trust was effected, and 


taxable to 
N. Y., 8 


grantor. 


Inherited mixed claims awards are in- 
come in respect of a decedent. Taxpayer 
received awards from the Mixed Claims 
Commission arising from a World War 
[ award to a partnership. Taxpayer in- 
herited the right to receive the payments 


from her husband, who had 


inherited 
it from his mother, who had inherited 
it from his father. The court had pre- 
viously determined that no part of the 
award would be taxable until the prin- 
cipal sum of the award was recovered. 
Subsequent to that decison, the full 
principal of the award was paid by the 
Mixed Claims Commission, no tax being 
reported. The Commissioner determined 
that the amounts paid to taxpayer repre- 
sented interest and is income in respect 


of a decedent under Section 691, as the 
principal amount of the award had al- 
ready been paid, and such payments 
would have been income to taxpayer's 
husband. The court agrees with the 
Commissioner, finding that, as the cost 
basis (principal) covered by the award 
was paid in full, all amounts paid sub- 
sequently are interest income. When 
taxpayer’s husband inherited the right 
to the award from his mother, he did 
not have income in respect to decedent; 
the predecessor of Section 691 treated 
the transfer as a purchase, and taxpayer's 
husband received a stepped-up basis. 
However, the amounts now received by 
taxpayer were not only above the prin- 
cipal but above her husband’s 
stepped-up basis; therefore, the amounts 
would have been ordinary income to 
taxpayer’s husband, and are ordinary 
income to taxpayer. [Section 691 pro- 
vides that if Section 691 income is trans- 
ferred, the 


also 


include as 
gross income the fair market value of 
the right to the income; the income 
would then lose its Section 691 taint. If 
an individual entitled to Section 691 
income dies, however, and the right to 
such income is transmitted at his death, 
such transmission is not considered a 
“transfer.”] Ullman, 34 TC No. 114. 


transferor must 


IRS to follow Wiggin on 
common trust fund transfers. The tax 
treatment of common funds maintained 


intertrust 


by banks for pooling investments of 
many trusts is specified by the Code, 
which treats them as nontaxable and 
provides that a participant is taxed on 
withdrawal. The IRS held that, 


units of participation in a common trust 


when 


fund are transferred from one trust to 
both the 
fund, such a withdrawal did take place 


another trust, members of 
and the trusts have a recognized gain. 
In Wiggin (DC Mass. 1/12/59) it was 
held that an inter-trust transfer of in- 
terest in a common trust fund was not 
a withdrawal. There the beneficiary of a 
trust, its termination, created a 
both 


members of the common trust fund, and 


upon 


trust herself; these trusts were 


the interest in it was transferred from 
The IRS 
that, following this decision, it will not 


one to the other. now rules 
treat as a withdrawal an inter-trust trans- 
fer if one person is the sole beneficiary 
of each trust, if no funds change hands, 
if the trustee of both trusts is the same 
person, and if nothing is received by the 
the Rev. Rul. 


beneficiary of trusts. 


60-256. 
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Section 367 rulings: How the IRS regards 


exchanges with foreign corporations 


by FRANCES B. RAPP 


When a foreign corporation is a participant in some otherwise tax-free exchanges, 


the gain will be taxable 


unless an advance ruling that tax avoidance is not a 


principal purpose is secured from the IRS. Mrs. Rapp notes the types of exchanges 


covered by Section 367, comments on liquidations and transfers of intangibles on 


the basis of the private rulings the IRS has been issuing, and summarizes the kinds 


of exchanges on which favorable rulings can be anticipated. 


ie view oF the wide publicity that 
has been accorded the use of foreign 
corporations, it is only reasonable to ex- 
pect that the Commissioner’s staff will 
approach every case in this area with 
the highest degree of caution, if not 
actual skepticism. Theirs is the responsi- 
bility of seeing that the will of Congress 
thwarted. Absent a 


is not purpose to 


avoid Federal income taxes, a taxpayer 
who presents all facts can usually an- 
ticipate that the Commissioner will issue 
a favorable ruling. Many favorable rul- 
ings have been issued. Even if there is a 
slight taint of tax avoidance, the pic- 
ture as a whole may permit issuance. 
Section 367 provides that in determin- 
ing the extent to which gain will be 
recognized in specified exchanges, a for- 
eign corporation will not be considered 
before the ex- 


a corporation unless, 


change is made, it has been established 
to the satisfaction of the Secretary of 
the Treasury that the exchange is not 

pursuance of a plan having as one 
of its principal purposes the avoidance 
of Federal income taxes. 

The exchanges listed in Section 367 
for which the advance ruling is required 
are those described in: 

Section 332—complete liquidation of 
a subsidiary 

Section 35l—transfers to a controlled 
corporation 

Section 354—non-recognition of gain 
to holders of stock or securities ex- 
changed in a reorganization 


Section 355—spin-off of an active busi- 
ness 

Section 356—boot in a Section 354 or 
Section 355 exchange 

Section 361—non-recognition of gain 
on a transfer of property for stock or 
securities in a reorganization. 

Note the exact language of 
367, particularly the italicized words: 

“In determining the extent to which 
gain shall be recognized in the case of 
any of the exchanges described in sec- 
tion 332, 351, 354, 355, 356, or 361, a 
foreign corporation shall not be con- 
sidered as a corporation unless, before 
such exchange, it has been established to 
the satisfaction of the Secretary or his 
delegate that such exchange is not in 
pursuance of a plan having as one of its 
principal purposes 
Federal income taxes. For purposes of 
this section, any distribution described 
in section 355 (or so much of section 
356 as relates to section 355) shall be 
treated as an exchange whether or not 
(Italics added). 

The failure to appreciate the signifi- 
cance of the italicized terms has led to 
the filing of requests that could not be 
granted as well as to the filing of un- 
necessary requests. It is not unusual to 
find that taxpayers and tax practitioners 
have the mistaken impression that, 
absent an advance ruling, the non-recog- 
nition provisions of the Code as wel! as 
the related basis provisions are inappli- 
cable in their entirety. That is not true. 


Section 


the avoidance of 


it is an exchange.” 


All Congress sought to say and did say 
was that for income tax purposes all 
gains derived from the exchanges enu- 
merated in the section were to be 
recognized in the event of a failure to 
obtain the required determination by 
the Secretary or his delegate prior to the 
exchange. The Commissioner of In- 
ternal Revenue, as the Secretary's dele- 
gate, must always be afforded an op- 
portunity to examine the facts and he 
must be satisfied that tax avoidance is 
not one of the principal purposes moti- 
vating the contemplated exchanges. 
Otherwise, if gains result, they are tax- 
able, but the section does not afford any 
grounds for claiming a loss. 

The Tax Court has held that no 
relief from taxation can be had by 
who to comply 
with the provisions of Section 367, 
whether the neglect is intentional or 
unintentional (Texas Canadian Oil 
Corp. Ltd., 44 BTA 913). 

Section 367 applies to the following 
transactions: 

1. An exchange, in connection with 
a statutory reorganization, of (a) stock 
or securities of either a domestic or a 
foreign corporation for stock or securi- 
ties of a foreign corporation and (b) 
stock or securities of a foreign corpora- 
tion for stock or securiites of a domestic 
corporation (Section 354). 

An exchange, in connection with a 
divisive transaction within the purview 
of Section 355, of (a) stock or securities 
of a domestic or foreign corporation for 


a taxpayer neglects 


stock or securities of a foreign corpora- 
tion or (b) stock or securities of a for- 
eign corporation for stock or securities 
of a domestic corporation. For this pur- 
pose a distribution without the sur- 
render of stock is treated as an exchange. 

3. Transfers of property for stock of 
a foreign corporation where immediate- 
ly after the transfer the transferors are 
in control of the transferee (Section 
351). 

4. Liquidations of foreign subsidiary 
into a domestic or a resident foreign 
parent corporation (Section 332). 

5. Exchanges by domestic or resident 
foreign corporation of property for 
stock or securities of a foreign corpo- 
ration in connection with a statutory 
reorganization (Section 361). 


Misconceptions about the section 


Taxpayers sometimes exhibit unjusti- 
fied concern as to whether a ruling is 
needed by a corporation that proposes 
to exchange its own stock for stock in 
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Mrs. Rapp is associated with the Wash- 
ington office of Lybrand, Ross Bros. & 
Montgomery. She was for several years 
chief of the Reorganization and Divi- 
dend Branch of the Tax Rulings Divi- 
sion of the Internal Revenue Service.] 





a foreign corporation or property of 
such a corporation. Section 1632 pre- 
cludes the recognition of gain or loss 
to a corporation upon the receipt of 
money or other property for its stock 
(including treasury stock). That section 
is not one of those referred to in Sec- 
tion 367.. Moreover, the latter section, 
by its terms, does not make any of the 
basis provisions of the law dependent 
upon a prior clearance by the Commis- 
sioner; therefore, it cannot be invoked 
either by the Commissioner or by a 
taxpayer to render any basis provision 
of the Code inapplicable. In connec- 
tion with this point, we may also con- 
sider the situation where the question of 
the applicability of Section 334(b) (2) 
arises. This provision of the Code is the 
codification of the rule of the Kimbell- 
Diamond case (187 F.2d 718) 2nd per- 
mits a controlling corporate sto_kholder 
to give to the received in 
liquidation of its corportation the basis 


property 


of the stock it had purchased within a 
limited time previously, rather than 
have it take the same basis in its hands 
that it had in the hands of the sub- 
sidiary. By its terms Section 334 (b)(2) 
applies only if the stock of the liqui- 
dated corporation involved had been 
If, through a 
failure to comply with Section 367, 


acquired by “purchase.” 


shareholders exchanging stock of a for- 
eign corporation for stock of a domestic 
corporation become liable for tax on 
any gain realized from the exchange, 
that fact would not be at all material 
in deciding whether such domestic cor- 
poration had made a “purchase” (as 
334(b)(3)) of the 
stock of the foreign corporation. 


defined in Section 

Che Service in Rev. Rul. 55-45 specif- 
ically held that it was not necessary that 
it be established prior to the merger 
that were 
subsidiaries of a foreign corporation that 
pursuance 
of a plan of tax avoidance. It appears 
that needless fear in the 
asked for 
and obtained that portion of the ruling. 
The classification of the owner of the 
stock was unimportant. 

In connection with a transaction gov- 
erned by Section 351, no clearance by a 


of domestic corporations 


the transaction was not in 


there was a 


mind of the person who 
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resident foreign corporation need be 
obtained if the transferee is a domestic 
corporation. It is not essential that any 
transferor be “considered as a corpora- 
tion” in order for it to be a transferor 
participating in an exchange under Sec- 
tion 351. Hence it need not fear loss of 
“treatment as a corporation,” 
tion imposed by Section 367. 

Likewise, the applicability of Section 
351 does not depend upon the classifica- 
tion of the asset transferred in exchange 
for stock. Hence, Section 367 is no bar 
to any person desiring to transfer stock 
of a foreign corporation to a domestic 
one. 


the sanc- 


Tax avoidance 


That most important term, “tax avoid- 
ance,” is so freely used ct there might 
appear to be no reason for any com- 
ment on its significance. It is not true, 
however, that it means same to 
everyone. To most of us the term gen- 
erally and rightly connotes a legal means 
employed for the purpose of wholly or 
partially relieving the person, property, 
or income from the impact of a taxing 
statute. It also connotes an intelligent 
reliance upon specific statutes to ac- 
complish through certain legal activities 
that normal, and not immoral, purpose 
of retaining for personal use or disposal 
a greater share of compensation for one’s 
industry or investment. No stigma at- 
taches to the consummation of activities 
within the purview of the law. However, 
in the areas where Congress has at- 
tempted to close loopholes and eliminate 
inequities by statutory 
“tax avoidance,” it is usually wise to 
avoid litigation, as the chances of win- 
ning appear remote. In particular, in 
those situations covered by Section 367 
the chances of victory are slight (Texas 
Canadian Oil Co., supra) and probably 
the chances of winning where Section 
1491 (which imposes a tax on transfers 
of appreciated stock or securities to cer- 
tain foreign entities) is involved are 
about the same. 


the 


references to 


Purpose or intent 


Intent being a state of mind, one 
might feel that the Commissioner could 
never fairly administer a statute requir- 
ing an interpretation of another’s in- 
tent, as it is always difficult for one per- 
son to know what another has in mind. 
However, this obstacle is surmounted by 
applying common sense. There is now 
ample authority for the Commissioner's 
policy of determining intent from a 
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study of the entire record in a specific 
case. Reasonable inferences from the 
facts presented turn the case for or 
against the taxpayer. This strongly em- 
phasizes the importance, referred to 
hereinafter, of marshaling and present- 
ing the facts attending and surrounding 
anticipated exchanges. 


Business purpose v. tax avoidance 

It is extremely important for a tax- 
payer filing a request for a ruling to 
show such substantial “other purposes” 
for a proposed exchange that the Com- 
missioner will be convinced that 
avoidance” 


“tax 
though. potential was not a 
“principal purpose” motivating the plan 
presented. Where assets are to be trans- 
ferred from a domestic corporation to a 
foreign one, a taxpayer must be pre- 
pared to explain why a foreign corpo- 
ration should be able to carry on the 
business in question more economically 
or efficiently than the domestic corpora- 
tion could. In many cases, decided ad- 
vantages apart from taxes may be self- 
evident; is incumbent 
upon the taxpayer himself to show those 
advantages. This can easily be done 


nevertheless, it 


where the transferee will pay taxes to a 
foreign government in substantially the 
same amount as would be paid to the 
U. S. Government. Often a showing of 
the complete details of the plan and a 
projection of the ultimate benefits an- 
ticipated the Commis- 
sioner that other benefits so greatly out- 
weigh tax benefits that the latter was not 
a principal purpose in formulating the 
plan. 

The purpose need not 
outrank the acceptable ones in order to 


may convince 


condemned 


justify denial of a ruling. In this con- 
nection it is interesting to note that the 
various Code provisions pertaining to 
tax avoidance do not seem to be equally 
stringent. Where that term is used in 
some Code sections, a taxpayer needs 
to demonstrate only that tax avoidance 
was not the prime purpose. It would 
appear that some tax savings devices 
were not as offensive to the lawmakers 
as others. For example, in cases involv- 
ing the applicability of Sections 269 and 
357 (b) a is burdened with 
the responsibility of proving that “tax 
avoidance” was not the principal pur- 
pose, whereas in cases applying Section 
306(b)(4) as well as Section 367 the re- 
quirement that the proscribed purpose 
was not one of the principal ones must 
be met. 

A general discussion of the problems 


tax payer 
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arising in applying Section 367 would 
not be complete without cognizance 
being taken of certain of the more con- 
troversial issues. 


Liquidations 


Perhaps number one in this area is 
that relating to the applicability of the 
section to the liquidation of foreign sub- 
sidiaries in a transaction that would be 
governed by Section 332 under ordin- 
ary circumstances. 

When Section 112(b)(6) (Section 332 
of the present Code) was enacted, Sec- 
tion 112(i) (Section 367 of the present 
Code) was amended to make it applica- 
ble to a liquidation otherwise within the 
purview of Section 112(b)(6). Serious con- 
sideration of the impact of this modifi- 
cation of the provision of law in ques- 
tion would seem to justify, if not actual- 
ly compel, the conclusion that the “plan 
of tax avoidance” envisioned by the 
legislature was some plan conceived at a 
time prior to the effective date of the 
transfer of assets from foreign to do- 
mestic jurisdiction. It could hardly have 
been the immediate plan of liquidation. 

By synthesizing the various steps in a 
“plan,” tax avoidance purpose may be 
evidenced. Taken as an isolated step, the 
mere transfer of assets to a domestic 
corporation rarely, if ever, would pro- 
duce an income tax consequence dis- 
advantageous to the revenue. On the 
other hand, when in pursuance of a 
plan to bring about a future tax-free 
liquidation, earnings and ‘profits of a 
foreign corporation are withheld from 
distribution to the parent, and no other 
convincing reason for nondistribution 
can be shown, a purpose to avoid taxes 
is suggested. On the assumption that, in 
amending Section 112(i) and in enacting 
Section 367, Congress was cognizant of 
such a technique being used to avoid 
U. S. income tax on earnings that would, 
if distributed, be income taxable at the 
ordinary rates, any Commissioner would 
study the record in each case to deter- 
mine whether the liquidation was in 
fact a step in a plan of tax avoidance. 
A well-informed taxpayer or his ad- 
visers would be presumed to have been 
aware of the tax savings that would en- 
Section 332 
(antecedent Section 112(b)(6)) could be 
invoked to 


sue if the provisions of 


obtain tax immunity on 
earnings of a foreign corporation. 

The approach of the Internal Rev- 
enue Service in solving this problem is 
much more practical and realistic than 


some taxmen are prone to believe. The 
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-facts are considered. most carefully and 


dispassionately by the Service personnel. 

A second controversial issue relates to 
transfers by dqmestic corporations of 
stocks of foreign corporations and cer- 
tain intangibles, including “know-how,” 
to other foreign corporations in order 
that untaxed income of such corpora- 
tions or group thereof may be made 
available to finance businesses in which 
the domestic transferor corporation has 
an interest. 

There are those who vigorously argue 
that the Commissioner should not object 
to this type of transaction. They say that 
in a strict sense mere postponement, in- 
stead of avoidance, occurs under such 
a set-up. The Commissioner has a logical 
and realistic rebuttal to this argument. 
There is no foregone conclusion that the 
judgment day, tax-wise, will ever come; 
hence avoidance may well exist, in the 
final analysis. To carry the “mere post- 
ponement” theory to the extreme would 
nullify the provisions of Section 367. 
No one can escape paying taxes right- 
fully due this year by proclaiming an 
intention to pay in the future. The tax 
under Section 531 on corporations im- 
properly accumulating surplus is indica- 
tive of the attitude of Congress about 
accumulations of surplus by a corpora- 
ion to afford temporary relief to share- 
holders. 

In addition to the “mere postpone- 
ment” theory urged in regard to trans- 
fers to foreign corporations, another ap- 
proach that has been observed should 


perhaps be described as “rationaliza- 
tion.” For illustration, this question is 
asked: 

“A parent corporation can put cash 
into a foreign subsidiary and the latter 
can then purchase the stock of other 
foreign corporations. So why can’t a 
parent corporation put some of its prop- 
erties (which have not been turned into 
cash) into a foreign subsidiary so that 
it can buy the stock of other foreign 
corporations?” 

If one taxpayer has the foresight to 
accomplish the result he desires without 
effecting a taxable event, that does not 
help another who cannot avoid a tax- 
able event before he can obtain a given 
objective. A purchase is not a taxable 
event, but an exchange is such an event 
unless exempted by statute. No doubt 
the Commissioner would be considered 
derelict in his duty were he to approve 
a transaction merely because some tax- 
payers had legally succeeded in avoid- 
ing tax. Ideally the tax burden should 





be equitably apportioned. but tax 
Utopia just hasn’t arrived. 


Where the IRS rules favorably 


It is with some qualms that this area 
is discussed. Some basic principles have 
been established. Bearing in mind that 
the facts in two cases are seldom identi- 
cal and that slight differences may com- 
pletely change a tax result, we can at- 
tempt to interpret the trend indicated 
by studying the private rulings that have 
been issued. 

The Commissioner can be expected to 
attribute to any person formulating and 
submitting a plan for consideration 
sufficient knowledge of the law to evalu- 
ate the probable tax savings, if any. 
Hence, a denial of a purpose to avoid 
tax would be of no avail if avoidance is 
inherent in the plan. On the other hand, 
there would be clear sailing if under 
a plan little, if any, savings of the total 
income tax, domestic and foreign, would 
occur. In this category would fall the 
transfer of stock of a foreign corpora- 
tion, operating in a country where the 
applicable rates are substantially the 
same as in this country, to another for- 
eign corporation in exchange for the 
latter’s stock. Taking into consideration 
the credit allowable for foreign taxes, 
the element of tax savings would ordin- 
arily be inconsequential. 

Although there are no set rules, other 
exchanges that more than likely would 
be approved, always assuming bona fide 
business purposes therefor, are those in 
connection with the following: 

1. A recapitalization constituting a re- 
defined by 
and_ by 


organization as Section 


368(a)(1)(E) share- 


holders in a “mere change in identity, 


minority 


form, or place of organization.” 

2. Reorganization falling within de- 
finition (C) of Section 368(a)(1) where 
the parties to the reorganization are 
foreign corporations. 

8. Acquisition by a domestic corpo- 
ration of stock of a foreign corporation 
in connection with a (B) reorganization. 

4. Exchanges by minority shareholders 
of stock of one foreign corporation for 
stock of another in connection with a 
type (B) reorganization, provided only a 
minority interest in the acquiring cor- 
poration is received. 

5. Divisive transactions that meet all 
of the tests prescribed by the Regula- 
tions on Section .355. 

In spite of remarks by some tax men 
to the contrary, the Service does not 
always require, as a condition for grant- 
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ing a favorable ruling, that all the earn- 
ings of a foreign subsidiary accumulated 
prior to the liquidation be distributed 
prior to liquidation under Section 332 
or, if not, there be an agreement by 
the domestic parent to include such 
earnings and profits as ordinary income 
upon the liquidation. If the history of 
the corporation, specifically the dividend 
history, fails to reflect, on the part of 
the subsidiary, a policy of withholding 
from distribution its earnings and profits 
as part of a “plan” of which the antici- 
pated liquidation was also a component, 
the applicant for a ruling may expect 
sympathetic treatment from the Com- 
missioner’s staff. Some distributions may 
be required in order to present a better 
picture but not necessarily all of the 
earned surplus. The amount of undis- 
tributed earnings and profits of foreign 
and domestic corporations are deter- 
mined in the same manner. 


Preparing requests for ruling 

The format of the request is relatively 
unimportant, but it should be ad- 
dressed to the Commissioner of Internal 
Reyenue, Washington 25, D. C. The 
Regulations provide that the statement 
of facts and circumstances relating to 
the plan under which the exchange or 
distribution is to be made shall be under 
oath. 

It is the taxpayer’s responsibility to 
furnish an accurate and comprehensive 
statement of all the facts and circum- 
stances surrounding and attending the 
proposed transactions. 

If prudence dictates the formation of 
a foreign corporation to carry on a 
particular business, the facts evidencing 
such soundness of judgment should be 
supplied. It cannot be too strongly 
emphasized that a taxpayer should 
establish the absence of tax avoidance 
purpose. An unsupported declaration of 
such absence, even if accompanied by 
a statement of a good business purpose, 
suffice. Any available facts 
negating an inference of the prohibited 


may not 


purpose should be included in the state 
ment furnished. In reviewing an appli- 
cation for a ruling, whether in an in- 
formal conference at the time the re- 
quest is presented or later, the tech- 
nician may suggest additional informa- 
tion that would strengthen the request. 
If, however, the ruling is based “solely 
on the information submitted,” the tax- 
payer has no room for quarrel. More- 
over, a failure to disclose all pertinent 
facts might cause an examining officer to 
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challenge a transaction after the con- 
summation thereof. Conversely, argu- 
ments that have no relevancy might 
better be omitted. Although no weight 
can attach to economic aims of any ad- 
ministration in power, however wise 
or noble, applicants for rulings some- 
times seek to invoke sympathy toward 
their plans by stressing those aims. 

The exact data to be furnished with 
any application for a ruling depend 
upon the nature of the proposed trans- 
action. 

If a transfer of assets to a foreign 
corporation by individuals is to occur, a 
schedule showing a description of such 
assets, the tax basis, and the fair market 
values should be furnished, together 
with the facts as to the business activi- 
ties in which the transferee is to engage. 
If any assets other than those to be 
used in carrying on the business of the 
foreign corporation are to be trans- 
ferred, the reason for the transfer should 
be fuily shown. If a corporation pro- 
poses to transfer assets in exchange for 
stock of a foreign corporation, similar 
information is required, and the latest 
available balance sheet of the transferor 
as well as a pro forma balance sheet of 
the transferee are necessary. If the trans- 
fer involves incorporating a branch of 
business being carried on in a foreign 
country, ordinarily the transfer of the 
inventories of that branch can be ac- 
complished. If the facts indicate undue 
accumulations of inventories, an impli- 
cation of tax avoidance may arise. Any 
transfer of inventories for purpose of 
immediate activation of a new business 
should be quite limited in amount if a 
clearance is to be anticipated. Impelling 
business reasons for inventory transfer 
may offset obvious tax advantages under 
some circumstances. The Commissioner 
must be afforded an opportunity of an- 
alyzing all the facts. 

If the transaction involved is a liqui- 
dation of a foreign subsidiary, not only 
a current balance sheet but also a his- 
should be 
given. This history would include the 
reasons for the original organization or 


tory of that corporation 


acquisition of the corporation, its earn- 
ings, and the dividends paid or the 
reason for a failure to pay dividends if 
one existed. As indicated before, the 
pragmatic test is the result of integrated 
steps of a plan. Any available evidence 
of the extent of tax savings will be help- 
ful in obtaining the ruling. The amount 
of savings might be demonstrated by 
comparing the total domestic and 


foreign taxes actually paid with the 
amount that (a) would have been paid 
had the foreign activities been carried 
on as a branch of the domestic parent 
or (b) would have been paid had the 
earnings been distributed, either as 
earned or otherwise or (c) would have 
been paid had a domestic subsidiary (in- 
cluding a Western Hemisphere trade 
corporation where appropriate) carried 
on the business. 

If exchanges in connection with a re- 
organization as defined by Section 368 
(a)(1)(E), (F), or (C) are contemplated, 
the usual information as to the history 
of the parties to the reorganization, the 
terms of the plan, the reasons for the 
transaction, and the ever-necessary bal- 
ance sheets should be submitted. Similar 
information is needed in connection 
with exchanges under Section 355 and, 
in addition, that always required to 
satisfy the Regulations on that section. 

Section 367 obliges the Commissioner 
to rule upon the filing of a request. Tak- 
ing cognizance of the fact that taxpayers 
cannot proceed without a ruling if they 
are not to be automatically deprived of 
reliance upon the sections referred to in 
Section 367, the Service handles these 
ruling requests as expeditiously as pos- 
sible. Taxpayers who haven’t planned 
tax avoidance should have no real difh- 
culty. *% 


Must corporation have 
a business purpose? 


THERE HAS BEEN considerable discussion 
among tax men recently of a case on the 
Tax Court docket in which the IRS 
seems to be taking the position that it 
can disregard the existence of a personal- 
service corporation and tax all its in- 
come to the stockholders who actually 
performed the work. The taxpayer in 
(Webster, Docket No. 86037) 
was in charge of manufacture and sale 


the case 


of trailers for an apparently unrelated 
employer. Webster organized a corpora- 
tion that contracted with the trailer 
manufacturer to provide the manage- 
ment services. During the taxable years 
at issue Webster was the only employee 
of his corporation. The Commissioner 
determined that the corporation was a 
sham, that it served no business purpose, 
and that it was to be disregarded for 
tax purposes. He assessed its income 
under the management contract to the 
taxpayer as income from services. 
The petition to the Tax Court gives 
these facts but only in broad outline, 
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and the IRS theory is revealed only in 
the brief general language of the de- 
ficiency notice. Certainly the case will 
be an interesting, and perhaps an im- 
portant one, if it should come to trial. 

The situation outlined here seems to 
be the kind that ordinarily falls under 
the personal holding company sections 
of the Code. Compensation under con- 
tracts for the furnishing of personal serv- 
ices by a corporation is personal holding 
company income provided some person 
other than the corporation has the right 
to designate the individual to render 
the service and 25% of the stock is 
owned by that individual. Webster’s 
petition says that no one had the right 
to designate the individual to perform 
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the management services for the trailer 
manufacturer. It may be for this rea- 
son that the IRS is not attempting to 
assess personal holding company tax. 
However, it would be an unusual situa- 
tion in which the firm contracting for 
the service would not insist on the right 
to designate the person to perform 
them. It does seem that Webster pre- 
sents an exceptional fact situation, and 
until more information is available, it 
may be rash to assume that the formal 
language of a deficiency notice here 
represents an IRS policy of attacking a 
corporation that provides a tax ad- 
vantage for a business that might pos- 
sibly be carried on without incorpora- 
tion. Ww 


Carlberg shows possible way to allow for 


unsettled claims in tax-free merger 


by DAVID R. TILLINGHAST 


In the recent Carlberg case the Eighth Circuit approved a merger in which some 


shares were reserved pending settlement of litigation and fixing of liability. Mr. 


Tillinghast hopes that the IRS will accept this solution and establish specific rules 


for the use of this technique, frequently more practical than the somewhat an- 


alagous voting trust arrangement. The Government has just announced that it will 


not seek review of Carlberg, but the IRS has not announced its intentions. 


F ALL THE TRYING PROBLEMS posed by 
O corporate mergers and acquisitions, 
none is more vexing than the problem 
of the price to be paid by the surviving 
corporation to the corporation acquired 
(or its stockholders). The vexation is 
greatest when the corporation sold has 
substantial liabilities of unknown mag- 
nitude, assets of speculative value, or 
potential earnings that are impossible 
to predict. In any such situation, the 
principals frequently wish. they. could 
wait to set the price until sometime in 
the future, after the realization and 
liquidation of actual earnings, values, 
and liabilities have fixed the true worth 
of the corporation as of the date of 
acquisition. 

More and more, these wishes have 
been fulfilled in “contingent payment” 
transactions. Where a cash sale is in- 
volved, part of the purchase price may 
be withheld or placed in escrow to as- 
unknown 


sure the purchaser against 


liabilities or other possible contin- 
gencies. The price may be geared to 
future earnings of the business sold, de- 


ferred payments being made as income 


is realized or as the contingencies being 
guarded against are removed. 

In tax-free reorganizations the prob- 
lem is more difficult, since under Section 
354 the “price” must be “paid” in stock 
or securities of the acquiring corpora- 
tion. This rules out any cash escrows or 
deferred pay-outs. The recent Carlberg! 
case presents, however, a feasible way of 
dealing with such a problem in the 
context of a tax-free statutory merger. 

In. Carlberg,.the Long-Bell Lumber 
Company and the Long-Bell Lumber 
Corporation were merged into the In- 
ternational Paper Company in a statu- 
tory merger. (The two Long-Bell com- 
panies can be treated as one, for this 
purpose, their shareholders re- 
ceived similar treatment.) Under the 
merger agreement, Long-Bell stock- 
holders were to receive stock of Inter- 


since 


national Paper. But International was 
worried about two possible liabilities of 
Long-Bell — a substantial lawsuit and 
asserted tax liability for earlier years. 


— F.2d —, CA-8, 8/12/60. 
2 Rev. Rul. 57-586, 1957-2 CB 249. 
8 Carlberg, 59-2 USTC § 9724, DC WD Mo. 1959. 


Long-Bell contested both liabilities, but 
neither contest had been resolved. 

To meet this problem, International 
simply held back some of the shares it 
would have issued to Long-Bell stock- 
holders if these liabilities did not exist. 
Each Long-Bell stockholder received, in 
addition to a reduced number of Inter- 
national shares, a “certificate of con- 
tingent interest” in his pro rata fraction 
of these reserved shares. When the 
liabilities were resolved, the number of 
reserved shares would be reduced by. the 
actual amount of such liabilities (ex- 
pressed by valuing the International 
shares at their then market value). The 
remaining reserved shares would be dis- 
tributed to Long-Bell _ stock- 
holders in proportion to their interests, 
together with an amount of cash equal 
to the dividends payable on such shares 
from the date of the merger to the date 
of distribution. Obviously, if neither 
liability stuck, the Long-Bell share- 
holders would get the total number of 
shares first stated as the “price’’ for 
their stock (less International’s expenses 
of defending against the liabilities). 

The Commissioner asserted that the 
certificates of contingent interest were 
not “‘stock” within the meaning of Sec- 
tion 354(a) of the Code. They were 
separately transferable and, indeed, 
separately listed on a stock exchange. 
Therefore, he asserted, they constituted 
“other property” or boot, taxable as a 
dividend to each Long-Bell stockholder 
under Section 356. A ruling to this effect 
was issued and later published.? 

In Carlberg, admittedly brought to 
test that ruling, the U. S. district court 
upheld it.8 But the Eighth Circuit re- 
versed. The court noted: 

“Had the amount of these liabilities 
been known at the time of the merger, 
there would have been no reason at all 
for the reserved shares, and [they] 
would then have been distributed to the 
[Long-Bell] stockholders. Unquestion- 
ably, [that] would have been free of 
recognized gain under Section 354(a) 
(1) . . . Why, then, should there be a 
difference in result because of the device 


former 


of the reserved shares?’’4 

The court judged the situation on the 
four grounds of purpose, practicality, 
precedent, and substance. It found the 
merger to be a corporate readjustment 
falling within the purpose of the re- 
organization provisions. It considered 
4606 CCH Fed. Tax Serv. § 9647, at pp. 77,740-1. 


5 See Darrell, ‘“‘The Use of Reorganization Tech- 
niques in Corporate Acquisitions, 70 Harv. L. 
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the reserved shares device a_ practical 
solution to a serious problem that might 
have been solved simply by arbitrarily 
discounting the number of International 
shares to be issued—a clearly tax-free but 
economically imprecise result. As to 
precedent, the court distinguished cases 
involving the issuance of warrants to 
purchase stock, which are not “stock” 
for reorganization purposes, and saw 
similarities to the treatment of frac- 
tional shares in the merger. (Long-Bell 
stockholders were given 90 days in which 
to sell their fractions or purchase the 
remainder of a full share.) Finally, the 
court held, the consideration of sub- 
stance over form requires the certificates 
of contingent interest to be regarded as 
stock, since they would entitle the Long- 
Bell stockholders to nothing but Inter- 
national stock. 

As an ad hoc solution to a difficult 
problem, the Carlberg decision is com- 
mendable. But it is of questionable value 
as a precedent beyond the precise facts 
of the case. The court’s “sum and sub- 
stance” clear 
legal principles upon which to judge 


approach furnishes no 
whether similar solutions to contingency 
problems might succeed. [As we go to 
press, we have word that the Depart- 
ment of Justice will not seek certiorari 
in the Carlberg case. However, the In- 
ternal Revenue Service has not an- 
nounced whether it will follow this de- 
cision in similar fact situations.—Ed.] 

Meanwhile, practitioners must decide 
whether the result in Carlberg is sound 
enough on principle to justify similar 
action in the face of an uncertain IRS 
position. It is this writer’s belief that the 
decision has sound basis and that the 
Government would perform a greater 
service by accepting the decision rather 
than litigating the matter further. 
Further, the Government might make 
clear the ground rules under which the 
technique can be used. 

In one man’s opinion, at least, the 
Government led the court into confu- 


sion by posing the issue as being 
whether the certificates received by 
Long-Bell stockholders were “stock” 


within the meaning of Section 354. 
Surely, the kind of paper the stock- 
holder received (or, indeed, whether he 
received any paper at all) is no test 
of whether he got “stock.” What is 
crucial is the nature of the interest 
in the surviving corporation that he 


Rev. 1183, 1198 (1957). 


® McAbee, 5 TC 1130 (1945), acg. 1946-2 CB 4; 


ef. Fry, 5 TC 1058 (1945). 
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received. The Internal Revenue Serv- 
ice has many times recognized this 
fact by ruling that an exchange of stock 
occurs in reorganizations where the 
stock destined for the stockholders of 
the acquired corporation is put in a 
voting trust and trust certificates are 
issued to them. (The IRS reportedly 
allows this even in a (B) or (C) re- 
organization where the stockholder must 
receive “voting stock.”5) Barring only the 
precise number of shares he was to re- 
ceive, the Long-Bell stockholder here 
was every bit as much a stockholder in 
International as he would have been 
under a transaction involving a voting 
trust. He did not have the right to 
notice of meetings or the right to vote 
but he wouldn’t have had these rights 
under the voting trust either. He bore 
the risk of loss as fully as any Inter- 
national stockholder (if not more so) 
and, although he had no immediate 
right to dividends, he did have the 
right to an equal amount of cash as 
soon as the number of his shares had 
been finally fixed. 

In fact, a possible alternative would 
have been the use of a voting trust. 
Suppose International had issued the 
full number of shares. to a_ voting 
trustee under an indenture that pro- 
vided for return of an appropriate num- 
ber of shares in the event Long-Bell 
liabilities were paid. Voting trust cer- 
tificates would be issued to Long-Bell 
stockholders to evidence their equitable 
interests in the stock. If “present in- 
terest” in the stock is relevant, they 





Reasonableness of compensation to 
stockholder-officers determined. Two real 
estate corporations, owned by the same 
three stockholders in equal shares, paid 
salaries to each of the three men based 
upon earnings. No dividends had ever 
been paid. One corporation claimed a 
deduction of $18,000 for officers’ salaries, 
and the other claimed a deduction for 
$2,400. The Commissioner reduced the 
deductions to $3,000 and $500 respec- 
tively. The court finds that the salaries 
paid by the first corporation to the 
officer-stockholders intended to 
compensate them not only for the serv- 
ices rendered by them in the taxable 
year but for the uncompensated or in- 


were 


adequately compensated services ren- 
dered in prior years. It finds as a fact 
that the reasonable compensation for the 


New corporate decisions this month 


[Mr. Tillinghast is a member of the 
New York bar and is associated with 
the New York City law firm of Hughes, 
Hubbard, Blair & Reed.} 





would have it—subject, of course, to di- 
vestiture in part if the Long-Bell liabili- 
ties had to be paid. 

Such an arrangement would fit square- 
ly within the voting trust rationale, ex- 
cept for the single circumstance that 
the shareholder’s interest in some shares 
might in the future be divested. Cer- 
tainly this circumstance should be coy- 
ered by the cases determining that equi- 
table title is received by shareholders on 
an acquisition when their stock is placed 
in escrow and that the stock thereafter 
is held merely as security against liabil- 
ities.6 

This is not to suggest that the voting 
trust scheme is different in any meaning- 
ful way from the scheme followed in 
Carlberg. It might merely satisfy some- 
what more readily what seem to be the 
very conceptual shibboleths the IRS has 
raised against the Carlberg solution. A 
voting trust does have a disadvantage 
from the surviving corporation’s point 
of view; dividends would presumably 
have to be paid on the trusteed stock 
from the beginning. But this hardly 
seems unfair, since the corporation has 
use of the entire capital received from 
the acquired corporation until the 
liabilities, if any, have to be paid off— 
and at that time the appropriate num- 
ber of shares will be retired and divi- 
dends on them will cease. * 


services so rendered by the three officers 
is $10,500. As to the second corpora- 
tion, the evidence showed that the serv- 
ices rendered by the officers were mini- 
mal. The court sustains the Commis- 
sioner’s disallowance of $1,900 out of 
the $2,400 paid as excessive and unrea- 
sonable. Realty Corp., TCM 
1960-193. 


Penley 


Reasonable salary of ailing officer re- 
duced. The reasonable allowance for 
the salary of a secretary-treasurer of a 
corporation who had been seriously ill 
for two out of the three years in ques- 
tion is reduced from $10,000, $15,000, 
and $9,000 to $3,000, $5,000, and $6,000 
respectively. The court takes into con- 
sideration the fact that the corporation 
had reported to the Social Security Ad- 
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ministration that the officer performed 
no services and that all the corporate 
officers had for years been paid salaries 
in proportion to stockholdings. Glenn- 
Minnich Clothing Company, Inc., TCM 
1960-207. 


unreasonable. Salaries 
taxpayer corporation to each 


Officers’ salaries 
paid by 
of three officer-stockholders during the 
years 1949, 1950, and 1951 in the 
amounts of $52,200, $65,200, and $65,- 
200, respectively, were held by the Tax 
Court to be unreasonable in the light 
of the services rendered. It found the 
evidence negatived taxpayer’s argument 
that part of the compensation received 
in each of the years was intended as 
reimbursement for services performed 
in prior years. On the basis of all the 
that 
is properly 


submitted, it concluded 
$42,500 
allowable to each officer for 1949, and 
$47,500 to each for 1950 and 1951. The 
Eighth The 
contested represented a very high per- 
the 
years, and the salaries of other officers 


evidence 


compensation of 


Circuit affirmed. salaries 


centage of net income in taxable 


unchanged. Tax- 
payer paid only $5,000 in dividends, and 
a comparable competitor paid $50,000 


remained relatively 


in dividends and substantially lower 
salaries. Standard Asbestos Manufactur- 
ing & Insulating Co., cert. den., 10/10 


60. 


*Sale of stock to employees below value 
is deductible loss. Taxpayer owned 73% 
of the stock of a corporation. At a time 
when the shares were selling for $28, 
he sold some of his own stock to key 
employees for $5 as an inducement to 
their continuing with the company. The 
court holds the $23 difference between 
fair market value and the selling price 
was not an ordinary and necessary busi- 
ness expense of taxpayer but was a loss 
on a transaction entered into for profit. 
laxpayer’s motive was to enhance the 
value of the stock he retained. Berner, 
Ct. Cls., 10/5/60. 


Payments to holders of debenture bonds 
considered dividend distributions. Tax- 
payer-corporation was expanding, and 
in order to acquire new assets at a cost 
of about 21% times the amount of its 
capital represented by stock, it retired 
and 


its preferred au- 


the 


simultaneously 


thorized issuance of debenture 


bonds. These bonds were purchased by 


the stockholders or members of their 


families in proportion to their stock- 
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holdings. Although the debenture bonds 
satisfied all the formal requirements to 
make them effective as debt obligations, 
the court finds that they in fact were 
nothing more than a continuation of the 
risk advancement represented by the 
stock. Payments to the debenture bond- 
holders were, therefore, not deductible 
as interest but constituted dividend pay- 
ments. Gloucester Ice & Cold Storage 
Co., TCM 1960-196. 


Section 531 statement didn’t shift bur- 
den of proof; not enough facts. The 
Dixie Hotel in New York’s Times Square 
area never paid dividends; it had an 
accumulated surplus of about $700,000 
at the end of the year 1952. The Tax 
Court found that the burden of proof 
was on the taxpayer because the state- 
ment it filed attempting to shift the 
burden of proof gave the 
grounds that it urged would justify 
the accumulation but did give 
sufficient facts to prove the reasonable- 
accumulation. The 
Court upheld the penalty tax. The 
Second Circuit Court affirmed. Taxpayer 
did nothing but recognize future prob- 
lems and discuss possible and alternative 
solutions. Definiteness of plan, coupled 


merely 
not 


ness of the Tax 


with action taken toward its consumma- 
tion, are essential. Taxpayer also con- 
tended that its retention of earnings 
and profits was per se reasonable, since 
these were substantially less than its 
operating costs of over $1 million a year. 
This rule of thumb may be proper for 
convenience, the 
needs of the particular business as they 
existed in the particular year are de- 
cisive. Dixie Co., cert. den., 10/10/60. 


administrative but 


Partial liquidation, not sale, in transfer 
of assets to controlling stockholders. 
Taxpayer operated a hardware business 
and also rented real estate. It sought to 
separate the mercantile business from 
the real estate business and, pursuant to 
such plan, it transferred the hardware 
business effective July 1, 1951, to such 
of its stockholders as surrendered 8,000 
stock. Taxpayer had 20,000 
shares outstanding and 134 stockholders. 
The surrendering stockholders, number- 
ing seven, who controlled taxpayer, or- 
ganized a partnership to carry on the 


shares of 


hardware business. In preparing its 1951] 
return, taxpayer reported as zero its 
inventory on hand in the hardware 
business on June 30, 1951, and thereby 
claimed an operating loss. The Commis- 
sioner is held to have correctly deter- 








mined that the inventory on hand on 
that date amounted to $283,000, the 
amount of inventory as of July 1, 1951, 
which the partnership reported in its 
partnership return. Restoration of the 
inventory eliminated any operating loss. 
Taxpayer also contended, in the alterna- 
tive, that the transfer of the hardware 
business constituted a sale rather than 
a liquidating distribution in kind and 
that taxpayer sustained an operating 
loss on the sale. The court holds the 
distribution was made in partial liquida- 
tion in redemption of the surrendered 
stock and that there was no sale. Farmers 
Union Corp., TCM 1960-179. 


On liquidation of newly purchased sub- 
sidiary, assets take stock basis regardless 
of intent. Section 334(b), the codifica- 
tion of the rule of the Kimbell-Diamond 
case (187 F.2d 718), provides an excep- 
tion to the general rule that on the 
liquidation of a subsidiary the parent 
takes the at the sub- 
sidiary had for them. The special rule is 
that, if liquidation occurs within two 


assets basis the 


years of acquiring control, the parent 
takes the assets at the basis it had for 
the stock. The IRS now rules that the 
intent of the parent in acquiring the 
stock is, under the Code, irrelevant. It 
may or may not have purchased the 
stock only as a means of securing the 
assets. Rev. Rul. 60-262. 


Sale to estate beneficiary recognized. 
Taxpayer was sole beneficiary and sole 
executor of his father’s estate. In an 
attempt to split the taxable income 
between himself and the estate, he ar- 
ranged a sale of certain oil leases to 
himself, reserving an oil payment for 
the estate. The probate court approved 
the sale, but the district court held it 
was a sham, since, as beneficiary, he had 
possession of the entire interest in the 
The 
are 


This court reverses. 
taxpayer-beneficiary 
taxable entities. The amount received 
by the estate was the fair value it would 
have received if the had 
been at arm’s length. The tax-saving mo- 
tive is immaterial. Davis, CA-10, 9/7/60. 


leases. estate 


and separate 


transaction 


Corporation recognized as entity sepa- 
rate from its shareholders. The execu- 
tor of a bankrupt who died testate own- 
ing an interest in 20,000 acres of Texas 
land formed a corporation to admin- 
ister the estate. The preferred stock, 
which was made redeemable from the 
income, the 


corpora te was given to 
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creditors, while the common was even- 
tually given to the legatees. The court 
holds the corporation should be recog- 
nized as a taxable entity separate from 
its shareholders. Its activities were be- 
yond the mere holding of bare legal 
title. A corporate seal was adopted, and 
the corporation actively carried on busi- 
ness, issued annual reports, incurred ex- 
penses, and paid taxes. Hagist Ranch, 
Inc., TCM 1960-206. 


IRS will follow Woodbury Farms on 
PHC tax. (Old law) The Court of 
Claims held in Woodbury Farms & 
Realty Corporation (278 F.2d 333) that 
a personal holding company could de- 
duct the alternative capital gains tax in 
computing the PHC income. The IRS 
now agrees. [Under the 1954 Code no 
deduction is allowed for the alternative 
tax; a taxpayer may deduct the capital 
gain itself, net of tax.—Ed.] TIR 245. 


Personal holding company allowed de- 
ductions in excess of rents. [Acquies- 
cence| Taxpayer, a personal holding 
company during the years 1951 and 
1952, incurred substantial expenses in 
maintaining the egg and poultry farm 
it was endeavoring to sell. It had ceased 
operations after a long series of loss 
years. Its only income in the years at 
issue was rent of a dwelling house on 
the farm. Under the Code, a personal 
holding company that owns or operates 
real estate may not deduct expenses and 
depreciation of the property in excess of 
its rental income except where three 
conditions are met. On the facts, the 
lax Court found these conditions were 
satisfied: the rent was the highest ob- 
tainable, the property was held in the 
course of a business carried on for profit 
although the business had continuously 
sustained losses and was being liqui- 
dated, the property was necessary to 
the conduct of the business. Accordingly, 
the deductions were allowed in full. 
Dwinnell & Co., 33 TC 828, acq., IRB 
1960-42. 


Unrealized profit may be recognized in 
consolidation; WHTC deduction saved. 
\ Mexican subsidiary, which qualified 
as a Western Hemisphere Trade Cor- 
poration, changed its method of doing 
business for good reason. Instead of 
selling directly to its U.S. customers, 
it sold to the parent at about the same 
price, and the parent sold to the con- 
sumer. Upon filing a consolidated re- 
turn, if the WHTC subsidiary followed 
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the usual rule and eliminated the un- 
realized intercompany profit, the profit 
when realized would be that of the par- 
ent and would not enter into the com- 
putation of the special WHTC deduc- 
tion, because the parent was not a 
WHITC. The IRS rules that a corpora- 
tion may, with the prior approval of 
the Commissioner, make no elimination 
for unrealized intercompany profit if 
the practice is adopted for good busi- 
ness reason and is consistently followed. 
Rev. Rul. 60-289. 


Corporation was collapsible; distribu- 
tion to shareholder is ordinary income. 
Two corporations, wholly owned by tax- 
payer, were formed to construct and 
operate housing projects. The proceeds 
of FHA-insured motrgages exceeded con- 
struction costs. Part of this excess was 
distributed to taxpayer before the cor- 
porations realized a substantial part of 
the net income to be derived from the 
properties. The Tax Court rules that 
the corporations are collapsible, and 
accordingly, the distribution to taxpayer 
is ordinary income. Citing Pomponio (33 
TC 1072), the court points out that tax- 
payer's failure to surrender stock at the 
time of the distribution is immaterial. 
The requisite “view” to make the dis- 
tribution is deemed to have existed prior 
to the completion of construction, since 
taxpayer knew in advance that the mort- 
gage proceeds would exceed construc- 
tion costs. Hartman, 34 TC No. 111. 


Two rental housing corporations found 
collapsible. Preliminary to construction 
on land owned by him, taxpayer made 
certain improvements including curbs, 
gutters, sewers, etc. He then formed two 
corporations, which leased the land for 
99 years and engaged taxpayer's con- 
struction firm to erect rental housing 
projects. FHA-insured mortgages ex- 
ceeded construction costs by about $330,- 
000. ‘Taxpayer’s stock in each of the 
corporations was redeemed a few months 
after completion of construction, at a 
time when the corporations had already 
realized some rental income. Taxpayer 
received about $216,000 in excess of the 
basis of his stock. The Tax Court ruled 
that the two corporations are collapsible 
and that taxpayer realized ordinary in- 
come upon the redemption. The court 
found that both corporations were 
formed for the construction of prop- 
erties with a view to a redemption of 
taxpayer's stock before the corporations 
were to realize substantial income from 


- 


the properties. Taxpayer argued that 
more than 30% of his gain was paid 
out of rentals and, therefore, since less 
than 70% of the gain was attributable 
to constructed property, the corpora- 
tions were not collapsible. But the tax- 
payer had not established that the dis- 
tribution was not made out of the excess 
of the FHA mortgage over construction 
costs. However, even if the distribution 
were out of rentals, it would still be 
attributable to constructed property. 
The court also rejected taxpayer's argu- 
ment that part of the gain was attribut- 
able to the land improvements, since 
taxpayer, and not the corporations, had 
paid for them. They were added to his 
basis of the land, not of the stock. The 
Fourth Circuit affirmed. Spangler, cert. 
den., 10/10/60, 


DIVIDENDS 


Redemption of stock equivalent to pay- 
ment of dividend. In 1954, taxpayer 
acquired the stock of a deceased stock- 
holder with funds borrowed from a 
third stockholder. In 1955 a portion of 
the stock previously acquired from the 
deceased stockholder was assigned to 
the stockholder from whom the _ tax- 
payer had borrowed the funds for the 
purchase. The assignment and endorse- 
ment to the third stockholder was in 
cancellation of the taxpayer's indebted- 
ness. Almost simultaneously with the 
endorsement over to the third stock- 
holder, the corporation redeemed the 
shares which had previously been ac- 
quired from the deceased stockholder, 
The Government contended that the re- 
demption through the third stockholder 
of the shares which taxpayer had owned, 
with the concomitant concellation of 
the personal note of the taxpayer, re- 
sulted in a payment to taxpayer which 
was essentially equivalent to a corpo- 
rate dividend; the taxpayer, on the 
other hand, predicated his argument 
upon a theory of constructive agency. 
He alleged that in 1954 all of the share- 
holders of the corporation desired to re- 
deem the former deceased shareholder's 
stock, but that the corporation, because 
of its cash and credit commitments, was 
not in a position to then redeem the 
stock. It was further alleged that none 
of the interested parties in the corpo- 
ration intended that the taxpayer should 
retain the shares of the deceased stock- 
holder and that the taxpayer acted only 
as a conduit for the corporation in 
order to facilitate the anticipated re- 
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demption of the shares. This court finds 
that the taxpayer, in the transactions re- 
lating to the redemption of the stock 
derived from the deceased shareholder’s 
estate, which were ultimately redeemed 
through a third party, acted as the prin- 
cipal party in interest, and not as agent 
for the corporation; that the transaction 
embodied in the delivery of the tax- 
payer’s promissory note to the third 
shareholder and the subsequent trans- 
actions and events leading to the re- 
demption of the stock were all incon- 
sistent with any contention that the tax- 
payer acted in the transaction as the 
agent for the corporation. Thus, this 
court concludes that the payment re- 
ceived by the taxpayer from the corpo- 
ration was essentially equivalent to a 
dividend and taxable under the _ pro- 
visions of Section 310(c). Erickson, DC 
Ill., 8/12/60. 


Payment for stock can’t be disguised as 
‘retirement pay. ‘Three 
stockholders of a clothing business en- 


deductible 


tered into a contract with their corpora- 
tion calling for the sale of the stock by 
one of them to the remaining two stock- 
holders. Under the same contract the 
corporation obligated itself to pay the 
selling stockholder and his son $20,000 
as “retirement pay.” The court holds 
the payment was not a reasonable allow- 
ance for services actually rendered to 
the corporation but was realized by the 
selling stockholder for the sale of his 
stock to the other two. Since the corpo- 
ration paid the $20,000 out of earnings 
and profits on behalf of the two buying 
stockholders, the payment constituted a 
constructive dividend to them. Glenn- 
Minnich Clothing Co., Inc., TCM 1960- 
207. 


Part of corporate rental payments dis- 
allowed as business expense; they re- 
duced stockholders’ obligations. Stock- 
holders of taxpayer-corporation granted 
an option to a third party for the pur- 
chase of all of their stock. The option 
could be exercised by the optionee only 
if he also exercised an option inde- 
pendently acquired from the same stock- 
holders to lease coal properties they 
owned individually. Taxpayer-corpora- 
tion had also been renting diesel loco- 
motives from the stockholders, and in 
connection with the exercise of the op- 
tions, the corporation proposed to 
modify the locomotive lease by shorten- 
ing its terms and increasing the rate of 
payment. The optionee had agreed to 


¢ December 1960 


the increased rental payment by the 
corporation only on the condition that 
such increase be applied first in reduc- 
tion of his purchase price of the stock 
and then to any payments due on the 
coal properties lease. The Tax Court 
held, and this court affirms, that the in- 
creased rental for the locomotives was 
in effect in satisfaction of the optionee’s 
personal obligation and could not be 
deducted by the corporation as an or- 
dinary and necessary business expense. 
West Virginia Northern R.R. Co., CA-4, 
9/19/60. 


Ordinary income on proceeds of sale 
of stock allocable to dividends. Taxpay- 
ers owned prior preference stock in a 
parent company undergoing a_bank- 
ruptcy reorganization. Its subsidiary was 
to transfer new common stock plus a 
cash dividend thereon to the parent in 
exchange for the old common held by 
the parent. Then the parent was to dis- 
tribute the new subsidiary holders for 
their securities. Upon consummation of 
the plan, the parent was to be complete- 
ly dissolved. Had taxpayers participated 
in the plan, they would have received 
a cash dividend of $103,000. Instead, 
they sold their stock to a third party and 
realized a gain of $468,000, which they 
reported as long-term capital gain. The 
district court upheld the Commisioner’s 
contention that $103,000 of the gain 
must be reported as ordinary income. 
The Seventh Circuit Court affirmed with 
one dissent. Taxpayers were held to 
have received the dividend constructive- 
ly. After the date set for distribution, 
the parent ceased to exist as an operat- 
ing company, and its stock represented 
merely a right to other property. Con- 
sideration received from the sale of a 
right to ordinary income is taxable as 
ordinary income. Brundage, cert. den., 
10/10/60. 


Fraud penalty on stockholder paid by 
corporation was dividend. Taxpayer 
filed fraudulent returns for the years 
1942-1945 for a corporation of which he 
was president and stockholder. He was 
convicted in a Federal district court 
and fined about $40,000. The corpora- 
tion made the payments of the fines in 
installments over a period of five years. 
The Tax Court found that these pay- 
ments were constructive dividends to 
taxpayer in the years in which they were 
paid. The taxpayer and not his corpo- 
ration was the defendant. in the fraud 
action, and the fine was imposed solely 


upon him. In thus paying taxpayer's 
obligation, the corporation paid him a 
constructive dividend. The amounts 
were includable in taxpayer’s income 
when they were actually paid by the 
corporation and not at the time it de- 
cided to assume the obligation, since the 
corporation discharged taxpayer's obli- 
gation only when it paid it. The Eighth 
Circuit affirmed. Sachs, cert. den., 10/10/ 
60. 


Monthly withdrawals from corporation 
disguised dividends rather than loans. 
Monthly withdrawals by two share- 
holders of a corporate auto dealership 
are found to represent corporate dis- 
tributions with no intention of repay- 
ment and with no restriction as to the 
use of the funds. They therefore con- 
stituted dividends rather than loans. 
The payments are not treated as salaries 
because the corporation did not char- 
acterize or claim them as such. The 
court also finds that weekly payments 
of $100 to each of the shareholders, and 
reflected on books as 
travel and entertaining expenses, were 
intended to be and were in fact pay- 
ments of salaries. Carter, TCM 1960- 
205. 


the corporate 


EXCHANGES 


Exchange was in reorganization, despite 
lapse of several days between trans- 
actions. (Old law) A corporation had 
a plan of recapitalization that called 
for the redemption of the publicly held 
preferred stock and the issuance of 
debentures for the preferred stock held 
by taxpayer, the principal stockholder. 
The form of the transaction was the re- 
demption of all the preferred stock 
foliowed by the issuance of debentures 
to taxpayer two days later. Temporary 
financing was arranged to effect this. 
The court holds this exchange was in a 
reorganization, despite the transitory ar- 
rangement. Taxpayer had a continuity 
of interest in his continuing control of 
the corporation. [Under the 1954 Code, 
an exchange of preferred stock for 
debentures would not be tax-free.—Ed.] 
Berner, Ct. Cls., 10/5/60. 


Renegotiation liability of predecessor 
deductible. Taxpayer is the surviving 
corporation in a statutory merger. The 
merged corporation had completed con- 
tracts with the U. S. that were subject to 
renegotiation at the time of the merger. 
Under Section 381 taxpayer steps into 
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the tax shoes of its predecessor. It may 
deduct the excessive profits to be re- 
funded in the year the determination is 
made. Lodge Shipley Co., DC Ohio, 
8/3/60. 


Complete liquidation of one subsidiary 
and sale of assets received to another 
is not a reorganization. Taxpayer had 
invested $1,800,000 in a wholly owned 
subsidiary and lent it some additional 
$6,100,000. In 1950, taxpayer caused the 
liquidation of the subsidiary and took 
over all of its assets at fair market value 
of $5,200,000 in partial payment of its 
debt. Taxpayer then sold the’ assets for 
the same amount to another subsidiary. 
In its 1950 return, taxpayer claimed 
a bad debt deduction of $900,000 and a 
loss on worthless stock of $1,800,000. 
rhe Commissioner contended the ad- 
vances were Capital contributions and 
the transactions considered together con- 
stituted a tax-free reorganization. How- 
ever, the court finds there was no ex- 
change to which nonrecognition of gain 
or loss rules could apply. The distribu- 
tion of assets to the parent was in par- 
tial payment of a bona fide debt and 
was not in cancellation or redemption 
of the stock of the subsidiary requiring 


the nonrecognition of gain or loss. 
Furthermore, the subsequent sale of 


the assets received to the second sub- 
sidiary was a bona fide sale for a full 
and adequate consideration of a speci- 
fied sum of was subse- 
quently paid. Deductions for the bad 
debts and worthless securities are sus- 
tained. Allied Stores Corp., TCM 1960- 


999. 


money, which 


Spin-off for non-business reasons held 
taxable. ‘Taxpayer, who was elderly, was 
the sole shareholder of a prosperous 
lumbering and millwork jobbing corpo- 
ration that had accumulated large sur- 
pluses and for many years had paid a 
penalty tax for accumulating earnings. 
[he corporation, which also owned the 
real estate on business was 
conducted, spun off the real estate to a 


new corporation in exchange for stock 


which the 


and distributed the stock to taxpayer, 
claiming that the spin-off was necessary 
in order to remove the real estate from 
the hazards of the real 
estate was leased back to the corpora- 
tion. Taxpayer claimed that the trans- 
ction 


business; the 


was a tax-free reorganization. 
ihe court holds that the distribution 
of stock to taxpayer is a taxable transfer, 


since (1) there’ was no business purpose 
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in the transfer as required by Gregory 
v. Helvering, (293 U.S. 465), and (2) the 
reorganization was used principally as 
a device for the distribution of earnings 
and profits within the meaning of Sec- 
tion 112(b)(11) of the 1939 Code, which 
excepts such a transfer from a tax-free 
reorganization status. Parshelsky Estate, 
34 TC No. 100. 


Transferee not entitled to transferor’s 
basis; property was not acquired through 
reorganization. A financially embarrassed 
corporation that owned certain land was 
liquidated. Taxpayer-corporation was 
formed under the court-approved plan 
of liquidation, whereby it received a 


353 
leasehold interest with an option to pur- 
chase the real estate of the liquidated 
corporation. Taxpayer later exercised 
the option and acquired the land. In 
computing gain on a later sale of the 
land, taxpayer used the liquidated corpo- 
ration’s basis of the property on the 
ground that taxpayer acquired the prop- 
erty under a non-taxable insolvency re- 
organization pursuant to 1939 Code 
Section 112(b)(10). The Tax Court dis- 
agrees and rules that taxpayer’s basis is 
its cost. Under the reorganization, tax- 
payer acquired a leasehold rather than 
the property itself, and thus Section 
112(b)(10) did not apply. Northwestern 
Terra Cotia Corp., 34 TC No. 91. 
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Package deal is best for lender taking 


stock warrants to sweeten a loan 


by MALCOLM E. OSBORN 


With current business demand for long-term loans outrunning the supply, lenders 


have been demanding, as a condition of making their loans, an equity interest in 


the borrower, usually warrants for the purchase of stock. Mr. Osborn considers the 


taxation of these warrants in typical arrangements and warns of the possibility that 


the recent TD excluding such lenders from the rules governing options to em- 


ployees is not the final word from the IRS. He concludes that a package purchase 


of bonds and warrants is the best for the lender. 


Wwe A LENDER! wants to participate 
in the growth of a borrower,” he 
now typically bargains for stock war- 
rants to be received in one of three 
ways: 

1. As additional consideration, that is, 
as interest for making the loan 

2. In lieu of commitment fees 

3. As part of a package that includes 
bonds or notes along with the war- 
rants. 

The tax treatment of the warrants de- 
pends in large part on which of these 
methods is used. 

In the first situation, when the lender 
intends to receive the warrants as part 
of the 
loan, the commitment letter and loan 


consideration for making the 


agreement both embody this concept. 
The lender might not have made the 


1 Although this article is written with the institu- 
tional investor specifically in mind, it should 
equally apply in most respects to the non-institu- 
tional investor. 

2See Williams and Williams, “Incentive Financ- 
ing—A New Opportunity,” 88 Harv. Bus. Rev. 
123 (March/April 1960); Brock, “The Acquisition 
by Life Insurance Companies of Stock Warrants 
in Conjunction with Authorized Investments,” 
XIV Association of Life Insurance Counsel Pro- 
ceedings 541 (1959). This paper aptly points out 
the rather technical distinction between stock pur- 
chase warrants and stock purchase options. A 
“stock purchase warrant” is basically the same 
thing as a “stock purchase option.” Usually the 
term “‘warrant” is restricted to those stock pur- 
chase options issued in conjunction with another 
obligation or security, such as bonds, notes, or 
preferred stock; so-called “stock purchase op- 
tions” are granted by themselves and for consid- 





loan without the warrants, or the lender 
might have made the loan without the 
warrants but at a higher rate of interest. 
Since interest is the consideration for 
making a loan of money,’ it should not 
be material if consideration is 
money or warrants. The value of the 
warrants on the date of receipt is, in my 
opinion, taxable to the lender under 
Section 61(a)(4) as ordinary income. In 


such 


the case of a life insurance company, 
it would be includable in gross invest- 
ment income under Section 804(b)(1). 
Warrants in the nature of interest are 
treated like freely transferable warrants 
market 
granted to an employee as compensa- 
tion. Thus, the investor would be sub- 


with an_ ascertainable value 


ject to income tax upon the value of 


the warrants on receipt,4 as distin- 


eration separate from that paid for any other se- 
curity or obligation. 

%In Dupont, 308 U.S. 488, 498 (1940), the Su- 
preme Court defined “interest” as used in Section 
23(b), Revenue Act of 1928, as meaning ‘“‘com- 
pensation for the use or forbearance of money.” 
*Stone Estate, 210 F.2d 838 (CA-3, 1954); Mc- 
Namara, 210 F.2d 505 (CA-7, 1954); see LoBue, 
351 U.S. 243, 249 (1956). 

5 Stone Estate, supra, note 4. 

*IRC 1954, Section 1234. 

7 Collin, 32 F.2d 753 (CA-6, 1929). This case held 
that a finding of the Board of Tax Appeals was 
not supported by the evidence. Such Board in re- 
viewing an assessment of tax on profits from the 
sale of preferred and common had found that no 
part of the consideration was paid for the com- 
mon and had apportioned all of the consideration 
given for both as cost to the preferred. 

8 Boudreau, 134 F.2d 360 (CA-5, 1943); Swenson, 


guished from being subject to income 
tax on the spread between the fair mar- 
ket value of the stock on date of exer- 
cise and the option price. The investor 
should report this value as ordinary in- 
come in the year in which the warrants 
are received. The value of the warrants 
then becomes the cost basis for the war- 
rants, and upon a sale or exchange of 
such after 
months, any increase in value received 


warrants more than |. six 
over such cost basis would probably be 
a long-term capital gain.5 If the war- 
rants expire unexercised, they aré treat- 
ed as having been sold on the date of 
expiration.® Thus, if the warrant runs 
for over six months, the loss on the 
expiration thereof is a long-term capital 
loss. 

The investor might take the position 
that the warrants are valueless and assign 
them a cost basis of zero on receipt. 
Then there would be no ordinary in- 
come upon receipt, and the amount 
realized on sale or exchange after six 
months would be long-term capital gain. 
In my opinion, this position is unten- 
able. An asset that is worthless must be 
distinguished from that that cannot be 
given a fair market value. Attempts to 
give property a zero basis because its 
fair market value cannot be determined 
do not ordinarily meet with success? 
As to property being worthless, Collin 
had the following to say: 

Tae which the Board 
reached upon this issue was based large- 
ly, if not wholly, as we judge from its 
opinion upon the ground that the com- 

was highly speculative 
prospective. . . . It's 
enough to say that such a conclusion did 
not afford a basis for the finding that 
the stock cost nothing since there is 
existing value 


decision 


mon stock 
and _ entirely 


generally an even in 
speculative and prospective values. 


. . . We are satisfied that some part 


56 F.2d 544 (CA-5, 1932). 

® Burnet v. Logan, 283 U.S. 401 (1931). 

10 Carter, 170 F.2d 911 (CA-2, 1948). In this case 
the stockholder of a corporation received on its 
liquidation, in addition to other assets, certain oil 
brokerage contracts providing for payment of 
commissions on future deliveries. The contracts 
had no ascertainable market value. The other as- 
sets received on the liquidation exceeded the basis 
for the stock and a capital gain resulted. The 
Court held that, as payments were received on the 
brokerage contracts, such payments constituted 
capital gain and not ordinary income; if the con- 
tracts could have been valued when received on 
liquidation, such value would have produced capi- 
tal gain. 

In Stanley Hagerman, 34 BTA 1158, 1167 
(1936), aff'd 102 F.2d 281 (CA-3, 1939), the Com- 
missioner lost in his argument that a certain “‘rat- 
able interest” in affiliate of a bank had no ascer- 
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of the total price paid for the stock 
units was paid for the common stock— 
what part we are unable to determine 
on the record here. It may be 
practicable to obtaian data and facts 
upon which a fair apportionment of cost 
as between the two classes of stock may 
be made, but if... not... then... the 
petitioner will not be chargeable with 
any profits until he shall have recovered 
the entire purchase price.” 

The finding of the Commissioner on 
the question of value is prima facie cor- 
rect, and the burden is upon the tax- 
payer to produce evidence sufficient to 
overcome such presumption.§ 

The last paragraph of the opinion in 
Collin, quoted above, points out a fur- 
ther problem. If the value of warrants 
when received is ordinary income and if 
in addition it is impossible to determine 
that fair market value of the warrants, 
then under the decisions of Burnet v. 
Logan® and Carter,1° the whole trans- 
action might be held open so that 
amounts realized on sale of such war- 
rants would be ordinary income. On the 
theory of these cases, since the value 
of the warrants cannot be determined, 
the transaction whereby warrants were 
received as interest on the loan remains 
open. The determination of the amount 
received as ordinary income is delayed 
until the fair market value of the war- 
rants can be computed. Thus, if the war- 
rants are sold for cash, the amount re- 
ceived should be treated as the value of 
the warrants when the investor acquired 
them. Since the value at date of acquisi- 
tion was ordinary income and not capi- 
tal gain, the entire sale price will be 
considered ordinary income. 

If the investor believes the underlying 
stock will increase in value, it should 
take the position that the warrants can 
be valued on receipt. The Commissioner 
may take the position that the warrants 


tainable market value. The taxpayer owned stock 
of a bank that carried with it a ratable interest in 
the bank’s affiliate. The affiliate was dissolved, and 
taxpayer exchanged his old stock for new bank 
stock and “declarations of interest” in the assets 
of the affiliate. When taxpayer sold his “‘declara- 
tions of interest,” he allocated his original cost 
between the two items in accordance with their 
value at the time of his original purchase. The 
Commissioner disallowed the claimed loss and 
argued that a fair apportionment of cost between 
the two items was not possible because the inter- 
est in the affiliate had no ascertainable value. The 
Board decided in favor of the taxpayer, “The 
stipulated facts and testimony furnished, in our 
opinion, a satisfactory basis for a fair apportion- 
ment of the unit cost. . .” 

“ Rev. Rul. 58-402, 1958-2 CB 15. In this ruling 
advice was requested as to the treatment of in- 
definite amounts of income in respect to a contract 


are not capable of valuation, so that the 
amount received when the warrants are 
sold or their value when susceptible to 
valuation is ordinary income.) If such 
a situation occurs, the investor has the 
benefit of the Commissioner’s own rul- 
ing, Rev. Rul. 58-402,12 in which it was 
ruled that “. . . the Service will continue 
to require valuation of contracts and 
claims to receive indefinite amounts of 
income, such as those acquired with re- 
spect to stock in liquidation of a corpo- 
ration, except in rare and extraordinary 
cases.” In the Pat O’Brien case,}3 con- 
tract rights to share in expected receipts 
from showing a motion picture were 
valued. In the Fleming case,!4 there was 
a valuing of the right to share in the 
oil to be obtained from wells producing 
and to be drilled in the same field. 

Although the investor has Rev. Rul. 
58-402 and cases such as Pat O’Brien 
and Fleming in its favor, it still has the 
duty, if a contest arises, of producing 
enough evidence in respect to value for 
a court to find satisfactory.15 Thus, when 
the investor values its warrants, it should 
be sure that the expert opinions, or 
whatever it relies on for ascertainment 
of value, are preserved in its files. 


Warrants as commitment fees 


In this second factual situation, the 
lender contemplates receiving the stock 
purchase warrants as items in lieu of 
commitment fees.i6 and the commitment 
letter and loan agreement both embody 
this concept. 

At best, the lender should expect that 
the warrants received as commitment 
fees will be considered as ordinary in- 
come and that their receipt will give rise 
to all of the issues discussed above, 
where warrants are received as interest. 

Before the recent amendment to the 
Regulations, Section 1.421-6,17 by Treas- 
ury Decision 6481,18 there was a danger 


or claim for future payment of such income ac- 
quired upon an exchange of stock in liquidation. 
18 Pat O’Brien, 25 TC 876 (1955) acq. in part, 
1957-1 CB 4. 

44 Fleming, 153 F.2d 361 (CA-5, 1946). 

15 See Stanley Hagerman, supra, note 11, for an 
interesting treatment of the evidence necessary to 
establish a fair market value. See note 12. 

16 An interesting explanation of commitment fees 
was given in Rev. Rul. 56-136, 1956-1 CB 92, while 
considering the question of whether a borrower 
should deduct a commitment fee paid by it as in- 
terest or as a business expense. This ruling said, 
“... commitment fees or standby charges. are paid 
or incurred for the purpose of having money made 
available when needed and preserving a firm price 
and interest rate for the total bond issue, without 
incurring the heavy interest expense which would 
result if the bonds were sold in advance of full 
need of the funds.” 
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the Service would contend that such 
Regulations applied to warrants re- 
ceived as commitment fees.1® Today 
there is a danger that the Commissioner 
may amend Regulations 1.421-6 so that 
the rules of such Regulations will apply 
to warrants received by investors as 
commitment fees. The Commissioner 
gave this warning on two different occa- 
sions in Treasury Decision 6481: 
y further consideration is being 
given to the applicability of the rules 
in Section 1.421-6 to situations not in- 
volving the employer-employee relation- 
oo Saeieiegg 

If the rules of such Regulations were 
made to apply, the warrants would be 
taxable to the lender either at the time 
it sells or exercises them.2° No income 
would result from the mere receipt of 
the warrants. There would be ordinary 
income only at the time the warrants 
were exercised or sold. When the war- 
rants were exercised, the amount of 
ordinary income would be the spread 
between the option price and the fair 
market value of the stock at the time of 
exercise.21 If the warrants were sold, 
rather than exercised, the ordinary in- 
come would be their selling price.22 The 
fair market value of the underlying 
stock would perhaps increase in value 
from the day of receipt of the warrants 
to the day of their exercise or sale. Such 
increase in value would be included in 
ordinary income upon exercise to the 
extent that the fair market value of 
the stock exceeded the option price. If 
the warrants were sold, their new value, 
as reflected in the selling price, would 
be taxed as ordinary income. 

Regulations 1.421-6, before the recent 
amendment, purported to cover an ex- 
tensive area, as shown by its initial sen- 
tence and the meaning and use it gave 
to certain terms: 

“(a) Scope of section. (1) If an em- 


Regulations 1.421-6 (1959) (amended by TD 
6481, 1960 IRB No. 32 at 34). Section 421 of the 
Code contains provisions giving special, favorable 
treatment to “restricted stock options” granted to 
employees. Regulations 1.421-6 contains the rules 
that apply if the special, favorable treatment does 
not apply due to the fact that the option does not 
qualify as a “‘restricted stock option.” 

18 TD 6481, 1960 IRB No. 32 at 34. 

1° For a consideration of the problem of the Regu- 
lations 1.421-6 prior to its recent amendment ap- 
plying to options, rights, or warrants received by 
a non-employee in the traditional sense for short- 
lived services, such as finders fees or underwriting 
compensation, see McDonald, “IRS Errs in Deny- 
ing that Non-Restricted Options Can Be Compen- 
sation at Grant,” 12 JTAX 331 (1960). 

2° Regulations 1.421-6(c) (1)-(3) (1959). 

2 Regulations 1.421-6(c) (1) (1959). 

22 Regulations 1.421-6(c)-(3) (1959). 
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ployer, or other person grants to an em- 
ployee or other person for any reason 
connected with the employment of such 
employee an option to purchase stock of 
the employer or other property, and if 
section 421 is not applicable, then this 
scetion shall apply... . 
‘““(b) Meaning and use 
terms. (1) For the purpose of this sec- 
tion, the term ‘option’ includes the right 
or privilege of an individual to purchase 
property from any person by virtue of 


of certain 


an offer continuing for a stated period 
of time, whether or not irrevocable, to 
sell such property at a stated price, such 
individual being under no obligation 
to purchase. (2) As used in this section, 
the term ‘employee’ includes any person 
who performs services for compensation, 
the term ‘employment’ includes the per- 
formance of such services, and the term 
‘employer’ includes the person for whom 
such services are performed. . . .”28 
[hese broad definitions of “em- 
ployee,” “employment,” and “employer” 
have been amended by TD 6481 so that 
these terms now have reference to their 
more traditional connotations, but the 
decision contained the warning men- 
tioned above. 

If the Commissioner were to adopt 
new Regulations applying the rules of 
1.421-6 
involving the employer-employee rela- 
tionship,” the investor has three argu- 
that action 


invalid so far as commitment fees are 


Regulations “to situations not 


ments such an would be 
concerned. 

First, any application of the Regula- 
tions must be considered in the context 
of Section 421, deals with 
ployee stock options. Section 421 deals 
with an “employee” who is an “indi- 


which em- 


vidual,” which clearly seems not to con- 
template the institutional investor. Both 
investor and the non- 
that 
“employee,” even as the term has de- 


the institutional 


institutional investor can argue 
veloped and is used in social legislation, 
would not include an investor or lender. 
The Code and Regulations contain a 
definition of 


ployee” in connection with withholding 


more traditional “em- 


of tax that, by its terms, seems to ex- 
23 Regulations 1.421-6(a)-(b) (1959). 

* IRC 1954, Section 3401(c); Regulations 31.3401 
(c)-1 (1957). 

*% Supra, note 18. 

26 For the suggestion that warrants received for 
short-lived services, such as underwriting, per- 
formed by non-employees in the traditional sense 
might be covered by Regulations 1.421-6 prior to 
its new amendment, see McDonald, supra, note 19. 
27 Stone Estate, supra, note 4; McNamara, supra, 
note 4. In both these decisions, the options were 


¢ December 1960 


clude a jender or investor.24 Such def- 
inition is not incorporated by refer- 
ence in Regulations 1.421-6.25 

If the Commissioner were to revert 
to the broad definition of “employee” 
of Regulations 1.421-6 prior to its new 
amendment in order to apply “the rules 
in Section 1.421-6 to situations not in- 
volving the employer-employee relation- 
ship,” the investor would have a second 
argument. This would be that options 
received in lieu of commitment fees are 
not received for services. The Commis- 
sioner could contend that commitment 
fees fall within the term “services,” as 
they are fees not only in recompense for 
money being tied up but also for serv- 
ices rendered in underwriting the 
loan.26 The investor, to rebut the argu- 
ment that the commitment fee includes 
compensation for underwriting services, 
should produce the loan agreement and 
investment letter whereby the borrower 
specifically agrees that all underwriting 
expenses, legal fees, printing costs, and 
other expenses incurred in connection 
with making the loan will be paid by 
the borrower, whether or not the loan 
is culminated. Thus, the investor should 
be able to establish that the only item 
for which a commitment fee is paid is 
the detriment of having sums of money 
tied up for any period of time. Once this 
has been established, it has the argument 
that the disadvantage of having large 
sums of money tied up is not a “service.” 

Thirdly, assuming Regulations 1.421-6 
is amended so that its rules do apply to 
warrants received as 
commitment fees, the investor has the 
argument that such regulations would 
be invalid. It has been held that war- 
rants are taxable upon receipt where 
they have an ascertainable market value 
and are freely transferable.27 On this 
specific point, the Supreme Court has 
said by way of dictum: 

“It is, of course, possible for the re- 


investors and to 


cipient of a stock option to realize an 
immediate taxable gain... 
might have a readily ascertainable mar- 
ket value and the recipient might be 


1728 


the option 


free to sell his option. . . 
When the Supreme Court made the 


freely transferable and the options had a readily 
ascertainable market value. These factors made it 
apparent that what was intended as compensation 
to the employee was the value of the option itself 
at the date of receipt and not the spread between 
the option price and the value of the underlying 
stock upon exercise of the option at a future date. 
28 LoBue, supra, note 4. The options involved in 
this case were not transferable. 

*” It is interesting to note here that there is some 
question whether a life insurance company is tax- 


above-quoted statement, it cited in foot- 
note, with apparent approval, the case 
of McNamara. Thus, any contention by 
the Commissioner that stock warrants 
received as commitment fees are taxable 
either at the time they are sold or exer- 
cised, whichever one is earlier, would be 
contrary to the above-mentioned cases. 
If the investor wished to have a contest, 
the courts would probably find for the 
investor and hold that such stock war- 
rants are subject to taxation upon re- 
ceipt on the fair market value of the 
freely transferable warrants. 

Of the two factual situations consid- 
ered thus far, it would seem more ad- 
vantageous to follow the first factual 
situation and to receive the warrants as 
additional interest, thus avoiding any 
possible contest.?9 


Warrants in package with bonds 


In the third factual situation, the 
investor contemplates purchasing war- 
rants as part of a package. This would 
be an actual purchase of the warrants, 
and gain or loss on the sale of such 
warrants, after six months, is long-term 
capital gain or loss.8° 

There is the additional factor that the 
investor is purchasing notes or bonds in 
addition to the warrants. The package 
of items is purchased for one unallo- 
cated consideration. The Service has had 
to consider this factual situa- 

GCM 7420, the 
acquired bonds and warrants and rights 
to additional warrants. The taxpayer 
exercised his rights and obtained the ad- 
warrants; then the taxpayer 

the warrants and obtained 
common stock, which he sold at a profit. 
In determining the basis of the stock 
sold, the Service said: 

“Under the foregoing facts, it is evi- 
dent that the debenture bonds and war- 
rants thereto attached, and the applica- 
tions for additional warrants constituted 
the property purchased on April 4, 
1929. The cost thereof should be al- 
located between the three elements of 
the property purchased according to 


occasion 


tion. In taxpayer 


ditional 
exercised 


their respective values at the time of 
purchase, which value should be deter- 


able on the value of warrants received as commit- 
ment fees. The new Section 804(b) (1) in defining 
gross investment income entirely omits the item of 
commitment fees: 

*““(b) Gross Investment Income .. . 
sum of the following: 

“(1) Interest, etc. — The gross amount of in- 
terest from: 

“(A) interest, dividends, rents and royalties; 

“(B) the entering into of any lease, mortgage 
or other instrument or agreement from which the 


means the 
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from all available evidence.” 

At one time the Regulations explicit- 
ly covered the situation of common 
stock received as a bonus with the 
purchase of other stocks or bonds. 

“ . . If common stock is received as a 
bonus with the purchase of preferred 
stock or bonds, the total purchase price 
shall be fairly apportioned between such 
common stock and the securities pur- 
chased for the purpose of determining 
the portion of the cost attributable to 
each class of stock or securities, but if 
that should be impracticable in any case, 


mined 


no profit on any subsequent sale of any 
part of the stock or securities will be 
realized until out of the proceeds of 
sales shall have been recovered the total 
cost.’’31 

Today it is an accepted rule that cost 
basis is allocated among different prop- 
erties purchased for one unallocated sum 
in proportion to their respective mar- 
ket values as of the date of purchase.3 

\ most interesting possibility is that 
the investor purchasing, in a package, 
a bond and warrants upon which a value 
may be placed may be treated as ac- 
quiring the bond at a discount. Where 
the purchase price of the package equals 
the face amount of the bond, the dis- 
count or interest element will be the 
same amount as that portion of the pur- 
chase price allocated to the cost basis of 
the warrants. This discount amount will 
be subject to taxation to the investor as 
ordinary income. 

Suppose the investor purchases a bond 
and warrants at a bargain purchase. 
Such warrants may be in the nature of 
an incentive bonus. If the purchase 
price of the package equals both the face 
amount of the bond and the fair market 
value of the bond, the discount element 
and the cost basis allocated to the war- 
rants) will be less than the fair market 
value of the warrants. The amount sub- 
ject to taxation as ordinary income to 
the investor under these circumstances 
will be less than in the factual situations 
discussed above, interest or commitment 
Such reduction fair market 
value of the warrants may be taxed later 


fees. from 


it long-term capital gains rates if the 


life insurance company derives interest, rents, or 
royalties; and 

“(C) the alternation or termination of any in- 
strument or agreement described is subparagraph 
B).” 

The Commissioner has ruled that a commitment 
fee is not interest in Rev. Rul. 56-136, 1956-1 CB 
92. In this ruling, advice was requested by a bor- 
ower whether commitment fees paid by it pursu- 
ant to a bond sale agreement were deductible as a 
business expense under Section 162 of the Code. 


warrants are sold or exchanged after 
being held over six months. 

There is still another advantage under 
this factual situation, this being the time 
when the bond discount (interest ele- 
ment) is taxed to the investor. If the in- 
vestor is a life insurance company, it is 
allowed to accrue the discount or inter- 
est element over the life of the loan.33 
The investor other than a life insurance 
company may treat the amounts received 
upon retirement, sale or exchange, or 
redemption of certain bonds, and other 
evidences of indebtedness as amounts 
received in exchange therefor with the 
discount or interest element being taxed 
as ordinary income, and any investment 
gain being taxed as capital gain.34 

Here again the “rare and extraordi- 
nary case’’ may arise where there is lack- 
ing a proper foundation for valuation of 
the warrants received. Where such is the 
case, no gain will be realized until the 
cost of the package is recovered.35 In 
Piper, the court considered this prob- 
lem. In_ that the ex- 
changed his investments in an old corpo- 
ration 


case, taxpayer 
for shares of common and war- 
rants in the new corporation in a tax- 
free reorganization with no change in 
basis. No allocation of value was made 
between the stock and the warrants at 
the time they were received by the tax- 
payer. The taxpayer later sold the war- 
rants. The court held that the warrants 
could not be valued and that the tax- 
payer could postpone his gain until his 
entire cost basis was recovered. 

“The Internal Revenue Code does not 
provide-a method for allocating the cost, 
or other basis for determining gain or 
loss, to each class of securities acquired 
as a unit. However, the rules have be- 
come established that, where a mixed 
aggregate of assets is acquired in one 
transaction, the total purchase price 
shall be fairly apportioned between each 
class so as to determine profit or loss on 
subsequent sale of specific assets in the 
group. If such apportionment is im- 
practical, no profit shall be realized 
until the cost shall have been recovered 
out of the proceeds of sale.” 


Of the three factual situations con- 


If a commitment fee is not “interest,”” Section 804 
(b) (1) does not apply. A study of the legislative 
history shows that this was not the intended re- 
sult. Since the section itself is of doubtful mean- 
ing, it would seem that the legislative history 
should control. 

%o IRC 1954, Section 1234. 

51 Regulation 118, Section 39.22(a) -8. 

82 Collin, supra, note 7; Stanley Hagerman, supra, 
note 11; GCM 7420, IX-1 CB 80 (1930); see United 
Mercantile Agencies, 23 TC 1105 (1955); see IRC 
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[Mr. Osborn is a member of the Massa- 
chusetts and Maine Bars. He is Tax 
Attorney for the State Mutual Life As- 
surance Company of America, Wor- 
Massachusetts. This article is 
adapted from and brings up to date a 
paper that appeared in the Summer 
1960 issue of the Boston University Law 
Review.] 
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sidered, the third, warrants purchased 
as part of a package, has the most tax 
advantages to the investor. This can be 
illustrated by applying each method to 
a simple situation. The solution given 
to each variation of this problem is 
what the author considers to be 
most likely tax consequence. 
Problem: 


the 


Investor receives a $1 mil- 
lion—t¢ »-year—6% bond, plus stock pur- 
chase warrants of Borrower, and Bor- 
rower receives $1 million cash. Suppose 
Investor the bond and _ war- 
rants under two different circumstances: 

A. The warrants have a fair market 
value on rec eipt of $50,000 

B. The warrants are not susceptible 
of valuation. 


receives 


Warrants received as interest 


A. The have a value of 
$50,000. The Investor has ordinary in- 


warrants 


come of $50,000. The warrants have a 
basis of $50,000. The bond has a basis 
of $1 million. 

B. The warrants are not susceptible 
to valuation. 
the 


The transaction is open 


and value of the 


when 
susceptible to valuation is ordinary in- 
come. The bond has a basis of $1 mil- 
lion. 


warrants 


Warrants received as commitment fee 


A. The warrants have a value of $50,- 
000. 


1. The rules of Regulations 1.421-6 
do not apply. The Investor has ordi- 


nary income of $50,000. The warrants 


have a basis of $50,000. The bond has a 


basis of $1 million. 


2. The rules of Regulations 1.421-6 
do apply. The Investor has ordinary in- 
come only when the warrants are exer- 
cised or sold. Any appreciation in value 


1954, Section 307 (in the case of a non-taxable 
distribution of rights), and Regulations 1.307-1(a) 
and (b) (1955); see Regulations 1.358-2 (1955) 
(allocation of basis among non-recognition prop- 
erty). 

8 IRC 1954, Section 818(b), as amended by P.L. 
86-69 Section 2 (1958). 

*% IRC 1954, Section 1232(a) (2). 

* Burnet v. Logan, supra note 9; Carter, supra 
note 10; Collin, supra note 7; Piper, 5 TC 1104 
(1845). 
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of the warrants will be ordinary income 
if the warrants are sold. Any apprecia- 
tion in value of the underlying stock, to 
the extent it exceeds the option price, 
will be ordinary income if the warrants 
are exercised. The bond has a basis of 
$1 million. 

B. The warrants are not susceptible 
to valuation. 

1. The rules of Regulations 1.421-6 do 
not apply. The transaction is open and 
the value of the warrants when sus- 
ceptihle to valuation is ordinary income. 
The bond has a basis of $1 million. 

2. The rules of Regulations 1.421-6 
do apply. If the warrants become sus- 
ceptible to valuation, they still will not 
be taxed as ordinary income until they 
are exercised or sold. Any appreciation 
in value of the warrants will be ordin- 
ary income if the warrants are sold. Any 
appreciation in value of the underlying 
stock, to the extent it exceeds the option 
price, will be ordinary income if the 
warrants are exercised. The bond has a 
basis of $1 million. 


Warrants purchased as part of a package 


A. Investor purchased the bond and 
warrants at a bargain so that the fair 
market value of the bond is $1 million 
the market 
value of $50,000. The purchase price is 


and warrants have a fair 
allocated between the two items of prop- 
erty as follows: 

50,000 


$1,000,000 = $47,619.05 


1,050,000 
basis of warrants; 
1,000,000 

——- x $1,000,000 — $952,380.95 
1,050,000 


basis of bond. 


discount 
$47,- 
619.05 to be taxed at ordinary income 


Investor has purchased a 


bond with a discount element of 
tax rates, but under the advantages of 
either Section 818(b) or Section 1232(a) 
(2)(A) 
element is accrued or deferred in time. 


whereby this ordinary income 

B. The warrants are not susceptible to 
valuation. 

1. The transaction is open and the 
warrants become susceptible to valua- 
tion before the $1 million basis has been 
recovered. 

The $1 million must be allocated be- 
tween the warrants and bond in propor- 
tion to their respective fair market 
values. The fair market value used for 
the bond is such value at date of pur- 
The 
the warrants is such value at the date it 


chase. fair market value used for 


December 1960 


can be determined. The discount ele- 
ment will be the same amount as that 
portion of the $1 million allocated to 
the basis of the warrants and will be 
taxed to the Investor as ordinary in- 
come, but under the advantages of 
either Section 818(b) or Section 1232(a) 
(2)(A) whereby this ordinary income 
element is accrued or deferred in time. 

2. The warrants are not susceptible 


Tax on covenant not 


fixed if business sale 


to valuation and the $1 million basis is 
recovered. 

The bond is prepaid or retired so that 
the Investor has recovered the $1 mil- 
lion basis in the package. The trans- 
action is closed. If the warrants are sold, 
at some future date, the full amount re- 
ceived will be long-term capital gains 
from the sale of a capital asset held over 


A 


six months with a zero basis. vr 
to compete will be 


is well planned 


by RICHARD J. BARNET 


When the buyer and the seller of a business allocate the price in a realistic way 


between assets sold and the seller’s covenant not to compete, the courts generally 


uphold their division. Mr. Barnet reviews 


recent cases in this area and, noting that 


courts sometimes make allocations when the parties do not, warns that failure to 


do so when the covenant is valuable may 


We A COVENANT IS GIVEN in con- 
nection with the sale of a business, 
either in proprietorship or corporate 
form, the excess of the purchase price 
over the value of the tangible assets 
must be attributed either to the coven- 
ant or to some other intangible asset, 
usually good will. The interests of the 
covenantor-seller and covenantee-buyer 
are directly conflicting, for ‘the coven- 
antor-seller wants to allocate as little as 
possible to the covenant, since such 
amounts produce ordinary income for 
him, while the covenantee-buyer, desir- 
ing a large amortization deduction, seeks 
to assign as high a value to the covenant 
as the covenantor-seller and the Com- 
missioner will accept. 
In view of the conflicting tax interests 
the and 
courts in a number of cases have been 


of covenantor covenantee, 
willing to accept the allocation of the 
parties. The circumstances under which 
such allocation will ordinarily be ac- 
cepted have been summarized in Gazette 
Telegraph Co.:1 

" in a transaction in which prop- 
erty is sold and the seller covenants not 
to engage in business in competition 
with the purchaser for a specified period 
of time, if the parties in good faith and 
treat 
separate and severable manner in respect 


realistically the covenant in a 
to value and cost, the purchaser may 
amortize the prices paid for the coven- 
ant and claim annual deductions pro 
rata during the life of the covenant.” 


The conditions the court states are 


tempt the IRS to do it. 


often difficult to satisfy. In some cases 
allocation has been denied where all the 
above conditions were seemingly met. 
Conversely, there have been cases in 
which the conditions were absent, where 
courts either upheld the allocation of 
the parties or made an allocation on 
their own. 

As the above quotation suggests, the 
mere faci that the parties allocate a por- 
tion of the purchase price to a covenant 
not to compete does not necessarily 
mean that the allocation will be honored 
for tax purposes. For one thing the allo- 
cation must be made in good faith. 
Courts have had little difficulty in ig- 
noring allocations where the covenants 
appear to have been made purely for 
tax reasons. In Burke? the parties con- 
cluded an agreement for the sale of a 
dry cleaning establishment for a lump 
sum of $25,000. The contract included 
a covenant not to compete for five years, 
but no part of the purchase price was 
in the contract of sale. 
later, the 


allocated to it 


Two months contract was 
amended to provide that $15,000 of the 
purchase price was attributable to the 
The 
ignored the amendment. 

In Schulz,3 decided this year by the 
Tax Court, a last-minute allocation in 


the contract of $18,000 for a covenant 


covenant. Tax Court simply 


1 209 F.2d 926, 928. 

218 TC 77 (1952). 

334 TC No. 27. 

#125 F.Supp. 130 (SD Ohio, 1954). 
5 Ibid at 133. 
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not to compete on the sale of a partner- 
ship interest was disallowed because the 
seller was not in a position to obtain 
the equipment necessary to carry on a 
competing business and thus “the threat 
of competition 
existent.” 
Where the 


was virtually non- 


arrive at the 
amount to be allocated to the covenant 


parties 


as a result of arm’s-length bargaining 
and assign a value to the covenant in 
the contract, courts have not usually 
challenged it. In several cases amounts 
substantially in excess of one-half of the 
sales price have been successfully al- 
located to the covenant. 

Courts are apparently reluctant to go 
into the question of value when they 
are convinced that the covenant is a 
substantial factor in the negotiations. 
Thus, in Dauksch v. Busey* the court 
looked into the value the parties had 
assigned to the covenant and concluded 
allocation of $25,000 to the 
covenant and $5,000 to the physical 
assets was “not disproportionate to the 


that an 


amount of business done by the [insur- 
ance] agency.”’5 

\n unreasonably high value assigned 
to a covenant will undoubtedly in- 
fluence a court to disallow an amortiza- 
tion deduction, at least in part. 
is “realistic” will 


depend to a considerable extent upon 


Whether a valuation 


the nature of the business being sold. 
For example, a covenant given by the 
seller of a sales agency where the seller’s 
personal efforts have contributed sig- 
nificantly to the success of the business 
reasonably merits a higher valuation 
than a covenant given by the seller of a 
manufacturing concern where product 
reputation may be of relatively greater 
importance, 

Even where the evidence discloses that 
the covenantor did not understand the 
tax consequences flowing from his agree- 
ment to assign a specific value to the 
covenant, the allocation 
held. In 


sellers of stock of a 


has been up- 
the Hamlin’s Trust case® the 
newspaper corpo- 
ration, without apparently realizing the 
increased tax they were incurring, 
agreed to change the unexecuted draft 
contract, which provided for a_ sales 
price of $200 a share, so as to allocate 
only $150 a share to the stock and $50 a 
share to the covenant. The allocation 


* Hamlin’s Trust, 209 F.2d 761 (CA-10, 1954). 

See Carboloy Co., P-H 1943 TCM Dec. para. 
43325. 

‘Toledo Blade Company, 11 TC 1079 (1948), aff’d 
180 F.2d 357 (CA-6, 1950) cert. den. 340 U.S. 811 






was upheld. In Schulz, however, the 
Tax Court evidently gave some weight 
to the seller’s ignorance of the tax conse- 
quences in disallowing an express but 
arbitrary allocation in the contract. This 
is a sound approach, since an allocation 
is not likely to be “realistic’’ where one 
of the parties, unaware of his own ad- 
verse tax consequences, assigns an arbi- 
trary value to the covenant merely to 
accommodate the other. 

Courts have also considered the age, 
health, previous activity, 
plans of 


future 
the covenantor in deciding 


and 


whether to allocate a separate value to 
to a covenant. However, it is difficult to 
determine from the much 
weight has actually been given to such 
evidentiary factors. 


cases how 


In Hamlin’s Trust the allocation to 
the covenant was upheld where the 
seller was 70 years old, in good health, 
and had expressed an intention not to 
retire, have 
reached 80 by the end of its term. A 
had 
cerebral 


even though he would 


covenant from a who 


partially 


partner 
recovered from a 
hemorrhage was recognized for tax pur- 
poses in the Dauksch case. But another 
covenant given in connection with an- 
other business acquisition in the same 
case was ignored at least partially be- 
cause the covenantor was 75 at the time 
of the covenant and had not been active 
in business for a number of years. A 
finding that the covenantor was in bad 
health contributed to the disallowance 
of the allocation in Burke, despite the 
fact that the seller actually did engage 
in business in another area. 

The Tax Court has also given some 
weight to the method of payment for 
the covenant. Where the consideration 
is to be paid in periodic installments 
over its life, with the covenantor’s right 
to each installment accruing only after 
a stated period of non-competition, the 
arrangement has been taken as an in- 
dication that the parties considered the 
covenant a substantial item, not a sham.7 

An installment arrangement does not 
necessarily indicate, however, that the 
parties actually engaged in serious bar- 
gaining over the covenant. If the coven- 
antor has in fact no thought of compet- 
ing anyway, the fact that payments for 
will 
probably make little difference once he 


non-competition are conditional 


(1950); Toledo Newspaper, 2 TC 794 (1943). 

® This is the definition of Lord Eldon in Cruttwell 
v. Lye, 17 Ves Jun. 335, 346, 34 Eng. Rep. 129, 134 
(Ch. 1810), one of the earliest definitions of good 
will in the reported cases. 
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[Mr. Barnet was formerly associated with 
the Boston law firm of Choate, Hall & 
Stewart and is now engaged on a re- 
search project at Harvard University. 
This article is based upon part of a 
paper delivered by Mr. Barnet at the 
Eighteenth Annual NYU Institute on 
Federal 


vised to include discussion of cases de- 


Taxation, which has been re- 


cided since that meeting. Proceedings 
of the institute are published by Mat- 
thew Bender & Co., Albany, N. Y.} 





is reconciled to the prospect of having 
part of the proceeds of the sale taxed 
as ordinary income. In fact, he would 
normally prefer to have the payments 
spread over several years in order to 
avail himself of lower rates 


Non-severable covenants 


In the Toledo Newspaper cases,8 a 
covenant not to compete was ignored 
for tax purposes despite the presence of 
good faith bargaining, an apparently 
realistic and a clear alloca- 
tion in the contract of sale itself. The 


reason assigned by the courts was that 


valuation, 


from 
the good will of the business because it 
was deemed necessary “in order to pre- 


the covenant was “non-severable” 


vent the seller from destroying the value 
of the good will of the business trans- 
ferred.” 

The Tax Court has defined a “non- 


severable covenant” as one that is “a 
contributing element to the assets trans- 
ferred.” No aspect of the taxation of 
covenants not to compete has caused 
more confusion than the distinction be- 


tween 


‘ 


‘severable’ and “non-severable”’ 
covenants. There is ample authority in 
the contract law concerning covenants 
for the proposition that an agreement 
not to compete is enforceable only if “it 
is ancillary to or to protect good will.” 
Thus the “severability” test appears to 
result in giving separate tax effect only 
to covenants that may be valueless be- 
cause of unenforceability! 

As a practical matter, it is difficult to 
imagine a case where a covenant would 
not contribute to the protection of the 
good will of the transferred business if 
it in fact had any importance to the 
parties at all. It is true that good will, 
as it is usually defined today, includes 
more than “the probability that the old 
customers will resort to the old place.’’® 

As the Treasury itself defines it, 
“good will is based upon earning capac- 
ity.”"10 Anything that contributes to 
net earnings in excess of a fair return 
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on the net tangible assets is properly 
characterized as good will. Thus locality, 
favorable labor relations, advantageous 
arrangements with suppliers or dealers, 
and product reputation may all be com- 
ponents of this intangible asset. 

It is a question of fact in any particu- 
lar case whether the seller, if left free to 
compete, is in a position to disturb one 
or more of these advantages. If he is, 
because of his ability to attract cus- 
tomers, employees, or suppliers away 
from the business, then his agreement 
not to compete will certainly help pro- 
tect the good will. If he is not in such a 
position, as where the success of the busi- 
ness is dependent upon a trademark or 
brand name and not on his personal 
efforts or reputation, his promise would 
seem to have no substantial value. 

As the Tax Court has pointed out, 
the common law imposes an obligation 
seller, independent of any 
covenant, not to “drum up or circular- 
ize” the customers of the business he has 
sold. 


only 


upon a 


covenant has real value 
falling short of 
“drumming up” will have an appreci- 
effect the 


Thus a 
if competition 
able upon transferred busi- 
ness.. 

In Ullman,1 decided this past year, 
the Second Circuit has helped clarify 
the severability concept. The owners of 
stock in three corporations engaged in 
the laundry business arrived at an allo- 
cation of $350,000 out of a total pur- 
chase price of almost $1 million for a 
seven-year covenant not to compete. The 
evidence indicated that the parties had 
engaged in genuine negotiations con- 
cerning the covenant, for the buyer had 
originally sought to assign a value of 
$400,000 to the covenant. 

The Tax Court decided that the 
covenant was “‘severable” and that, con- 
sequently, the seller realized ordinary 
income. It its decision on two 
grounds: (1) The buyer and the seller 
treated the covenant as a separate item, 
and (2) the seller as a stockholder had 
no proprietary interest in the good will. 

The higher court ignored the second 
argument and decided the case squarely 
on the first ground. In deciding the case 


based 


on the factual question of whether the 
parties actually dealt with the covenant 
as a separate and substantial item, the 


io Rev. Rul. 59-60, 1959-9 IRB 8, 12-13, supersed- 
ing Rev. Rul. 54-77, 1954-1 CB 187, 191. 

11 264 F.2d 305 (CA-2, 1959). 

1212 TC 17. 

18 32 BTA 693 (1935). 

1413 TC 143 (1949). 

15 222 F.2d 355 (CA-7, 195). 


December 1960 


court adopted a more practical approach 
than many other courts have taken. 


Where parties fail to allocate 


If, upon the sale of a business, the 
buyer and seller fail to allocate a de- 
finite part of the purchase price to a 
covenant not to compete, the covenant 
will usually be ignored for tax purposes. 
In Michaels’? the Tax Court decided 
that the covenant was “non-severable”’ 
largely on the absence of allocation. 

Thus, the absence of an express as- 
signment of value to the covenant in 
the purchase agreement has been taken 
as conclusive evidence that the covenant 
lacked independent significance for the 
parties. This approach is subject to 
criticism for giving too much weight to 
a single evidentiary factor. 

Although it is true that the absence 
of express allocation is some evidence 
that the parties did not attribute much 
importance to the covenant, this is by 
no means conclusive. The fact that lack 
of allocation makes it more difficult for 
a court to arrive at a fair valuation of 
the covenant does not justify its failure 
to assign any value to it. 

In a few instances however, courts 
have assigned a value to a covenant and 
permitted the covenantee to amortize it 
even in the absence of express alloca- 
tion. In United Finance and Thrift 
Corp. of Tulsa (31 TC No. 30, 1958) 
the Tax Court applied the principle of 
Cohan, where the parties had made no 
allocation to the covenant in the con- 
tract. On its own motion the court ar- 
rived at valuations for the 
covenant and the good will. It rejected 
the contentions of both the taxpayer 
and the Commissioner that the excess of 
purchase price over the tangible assets 
had to be allocated entirely to one 
intangible asset or the other. 

On September 29, 1960, the Fourth 
Circuit affirmed. The taxpayer com- 
plained that there was no justification 
for the allocation the Tax Court made 
(49.5% of the consideration under one 
contract and 64.2% under the other) 
to the covenant, the balance to good 
will. The court commented, “If this 
question had arisen upon a petition to 
review by the Commissioner, it might 
well have been a troublesome one. The 
taxpayers here are the beneficiaries of 
the Tax Court’s leniency in this respect 
and are in no position to complain.” 

In B. T. Babbitt,13 the Board of Tax 
Appeals placed a value of 85% of the 
purchase price on the covenant after 


separa te 


finding that the primary purpose of the 
purchase was elimination of competition 
and that the other assets were of com- 
paratively little value. In Horton14 the 
Tax Court in effect treated the purchase 
agreement, which was silent as to the 
valuation of the covenant, as if an ex- 
press allocation had actually been in- 
cluded. The taxpayer, an individual ac- 
countant, sold his business to an ac- 
counting firm for a flat sum plus a per- 
centage of fees for five years. The agree- 
ment provided that in the event of the 
seller’s death or resettlement out of the 
area in which he had promised not to 
compete, the payments. would be re- 
duced 50%. The court reasoned that the 
parties regarded 50% of the payments as 
consideration for the covenant and 
treated the covenant as “severable.” 
The Seventh Circuit, in Wilson 
Athletic Goods,15 has gone further than 
any other court in disregarding the 
factor of express allocation. “It is im- 
material . . . whether the contract did 
or did not define a specified amount as 
the value of the covenant.” The coven- 
antee on his own books assigned $132,- 
692.30 out of a total purchase price of 
$570,000 to a covenant not to compete, 
but the parties did not assign a specific 
value to it in the contract. The Court 
of Appeals apparently was willing to 
accept the value unilaterally assigned by 
the covenantee on the basis of an engi- 
neer’s appraisal in the absence of any 
other evidence on the valuation issue. 
In no reported case has the Commis- 
sioner ever allocated a portion of a 
lump-sum purchase price to a covenant 
not to compete for the purpose of treat- 
ing a portion of the purchase price as 
ordinary income to the seller, although, 
as indicated above, he has recognized 
unilateral allocations for purposes of 
allowing amortization to the buyer. 
Logically, there is just as much reason 
for the Commissioner to tax a portion 
of the purchase price as ordinary income 
to the seller where the facts indicate 
that the covenant had independent 
value and was a substantial factor in 
the negotiations. The willingness of the 
Tax Court to make an independent al- 
location in the United Finance case on 
the basis of a “consideration of all the 
facts in the record” suggests that that 
court might adopt such a position in an 
appropriate case. For this reason it is 
advisable to allocate a reasonable value 
to the covenant in the contract of sale 
itself whenever a promise of non-compe- 
tition is an important factor. * 
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Is the tax exemption of 
municipals threatened? 


[HE TREASURY DEPARTMENT has touched 
off a bonfire in its proposed Regulations 
under the 1959 Life Insurance Com- 
pany Tax Act. Unless they are clarified 
to the satisfiaction of state and local 
officials as well as insurance company 
executives, a constitutional test is a cer- 
tainty. Both groups have filed official 
protests to the proposals and at the 
hearings on the proposed Regulations 
promised a court fight unless they are 
altered to make abundantly clear that 
status of 
bonds is unaffected. 
Governors, mayors, and county officials 
have been assured by Congress that there 
is no intention to change the tax status 
of state and local securities held-by in- 


the tax-exempt municipal 


surance companies, but the language 
and formula of the proposed Regula- 
tions for computing taxable investment 
income yield a contrary result. Under 
the formula, there would be at least a 
partial tax on the interest from munici- 
pals in that insurance companies would 
have to allocate a portion of their de- 
ductible expenses and reserves to other- 
wise tax-exempt income. This, in turn, 
would reduce deductions against taxable 
income and increase the final tax. 
Despite the Treasury’s claim that this 
approach will be limited to insurance 
companies and not extended to banks 
or individuals, the states fear that it 
could be a “backdoor way” to abandon 
tax exemption of their securities. The 
idea has been given serious thought by 


the Treasury Department at various 
times in the past. A court test of the 
constitutionality of the proposed Regu- 
lations would be the only way to settle 
their real effect. At worst, taxation of 
state and local bonds could be held con- 
stitutional. At best, it would be held un- 
constitutional; but whatever the out- 
come, confusion is inevitable during the 
period of litigation. Taxpayers are 
bound to be uneasy and the market- 
ability of municipals hampered, thus 
necessitating higher interest costs, higher 
local taxes to cover them, and further 
requests to the Federal Government for 
help with local public works construc- 
tion. At the recent public hearing, as 
well as in formal written protests, state 
and local governments urged that the 
proposed Regulations include “a clear 
recognition of the complete exemption 
from Federal taxation” of interest on 
their bonds. 

The organizations representing 300 
insurance companies concentrated their 
fire during the hearing on five of the 12 
major objections to the regulation of 
the industry. They are: the treatment 
of unearned premiums and _ unpaid 
losses; the denial to deposit administra- 
tion plans of the pension plan reserve 
treatment; the definitions of indebted- 
ness and interest, which conflict with 
prior acts; the fixing of life insurance 
reserves for the purpose of calculating 
income taxes, denying companies the 
latitude they now possess; and the in- 
clusion in gross investment income of 
interest from the payment of premiums 
on a non-annual basis. : 


When is a revolving credit account 


an installment account for taxes? 


1 INSTALLMENT METHOD of account- 
ing, for use by dealers who regularly 
make installment sales of personal prop- 
erty, is authorized by Section 453 (a) of 
the 1954 Code and has a legislative and 
regulatory history that goes back to 1918. 
rhe benefits of this elective method are 
available to all installment dealers in 
personal property. Its use cannot be 
denied to a taxpayer because his install- 
ment sales involve extension of credit 
for only a short term (Lenox Clothes 
Shops, Inc., 45 BTA 1122). Credit cloth- 
ing stores have been continuously eli- 
gible to elect the installment method. 


by JOSEPH M. MERO 


In recent years, department stores and 
clothing which at one time 


offered soft goods for sale on only a cash 


chains, 


or charge account basis, have entered 
the credit field for soft goods in a sub- 
stantial way. However, some of these re- 
tailers have seen fit to dress up their ad- 
vertising presentations of the fact that 
they are offering to sell soft goods on 
credit by giving their credit plans such 
names as “revolving credit,” “budget ac- 
count,” “continuous budget account,” 
etc. The particular features of each plan 
may vary from store to store. 

The purpose of these presentations 
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[Mr. Mero is vice president and comp- 
troller of Sachs Quality Stores, Inc., New 
York City, and is known as a writer on 
the accounting and tax problems of per- 
sonal property installment-basis dealers.] 





may have been to give the public the 
impression that these plans are a special 
type of charge account, rather than an 
installment account. Certainly, one re- 
sult of these exercises in semantics has 
been to make the Internal Revenue Serv- 
ice uncertain as to whether so-called “‘re- 
volving credit” sales can be reported 
under the installment method. 

The first case to be decided on the 
question of whether a particular “re- 
volving credit” plan is eligible for the 
installment method is Consolidated Dry 
Goods Company (180 F.Supp. 878), in 
which a Massachusetts District Court 
held for the taxpayer. The Internal Rev- 
enue Service has announced (in Rev. 
Rul. 60-293, IRB 1960-37) that it will 
not follow this decision, but this ruling 
also states that a study is under way as 
to whether workable standards can be 
formulated to determine what part of 
revolving credit sales qualify as sales on 
the installment plan. 

In the Consolidated decision, the 
Court described the taxpayer’s “cycle 
budget account plan” as follows: 

“The store by agreement with the cus- 
tomer establishes a credit limit for the 
customer, generally fixed at six times the 
monthly is deter- 
mined the customer is able to pay. The 


payments which it 


customer may then purchase merchan- 
dise on credit up to this limit. The cus- 
tomer agrees to make the fixed monthly 
payment each month (together with a 
service charge of 1% of the unpaid 
balance) so long as there remains any 
unpaid balance on the account. When a 
customer has made purchases up to the 
credit limit, no further purchases can 
be made on the account until the un- 
paid balance is reduced. Whenever the 
unpaid balance is less than the credit 
limit, the customer may make further 
purchases on credit until the credit limit 
is reached. If in any month charges are 
made to the account in excess of the 
credit limit, the customer at his next 
monthly payment must pay this excess 
in ad_.tion to the regular monthly pay- 
ment.” 

From the above description of the 
plan, it is apparent that certain sales 
under it may not be of an installment 
nature. For example, charges during any 
month in excess of the credit limit must 
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be paid for in full in the following 
month (in addition to the fixed monthly 
payment due); such “excess” 
obviously are being treated by the store 
one-payment 
charge accounts. Again, if a customer 
plan confined himself to 
monthly purchases in an amount that 
was less than his “revolving credit’ limit 
and also never exceeded his fixed month- 
thereunder, he 
operating on a charge account basis. 


charges 


in the same manner as 


under the 


ly payment would be 

Nevertheless, it appears to the writer 
that “revolving credit” plans in most 
cases are actually intended to cover sales 
of clothing and soft goods on an install- 
ment basis and that a dealer offering 
such a plan who desired to adopt the 
installment method for Federal income 


Proposed regulations 


¢ December 1960 


tax purposes should proceed to exercise 
his election on his tax return, after giv- 
ing due consideration to the consequent 
problems incidental to the change from 
the accrual to the installment method. 

As stated above, the IRS is now at- 
tempting to formulate specific siand- 
ards; furthermore, a case now on the 
Tax Court docket (The Emporium 
Caldwell Co., No. 65695) may come to 
decision. ‘These developments, 
bined with the substantial amount of 
legislative, regulatory, and judicial ma- 
terial already in existence on the in- 
stallment basis, should help the retailer 
in making changes in his revolving 
credit plan that would have little public 
relations effect but might qualify the 
plan for the installment method. 


com- 


on amortization 


of leasehold costs criticized 


cate THE IRS issued proposed 
regulations on the rules written into 
1958 for 
whether optional renewal clauses in a 


the Code in determining 
lease extend the amortization period of 
leasehold improvements. There has been 
some criticism of parts of the proposed 
regulations as going beyond the Code 
provisions; these points were emphasized 
at public hearings on the proposals held 
October 26. Service personnel seemed 
to agree that some of the examples in 
the proposed regulations would have 
effects that had not been foreseen and 
were not intended; it may be that re- 
visions will be made. 

The proposed regulations under dis- 
cussion were those affecting Section 178 
(and, in part, Sections 162, 167, and 
461), published September 3, 1960, deal- 
ing with the amortization of costs of 
acquiring leaseholds and of erecting 
leasehold improvements. 

Section 178 provides that unless the 
lessee establishes that (as of the close of 
the taxable year) it is more probable 
that the lease will not be renewed than 
that it will, then the amortization pe- 
riod for improvements and acquisition 
costs includes the renewal period: 

1. if 


remaining on 


the original term of the lease 
completion of an im- 
provement made on the leased property 
is less than 60% of the useful life of 
the improvement, or 

2. if less than 75% of the leasehold 
acquisition 


cost is applicable to the 


original lease period. 


Prior to the enactment of Section 178, 
the rule, developed in the cases and 
embodied in the Regulations, was that 
if a lessee makes improvements on 
leased property, the period over which 
he is to amortize the cost does not in- 
clude any lease renewal period unless 
the facts show with reasonable certainty 
that the lease will be renewed. 

One of the most important points 
raised at the hearings dealt with this 
reasonable certainty rule. It, of course, 
still applies when the specific 60% and 
75% rules are by their terms inap- 
plicable. The proposed regulations re- 
state the reasonable certainty rule and 
then give several examples. As one wit- 
ness at the hearings put it, the examples 
are completely out of keeping with cur- 
rent case law and with the Service’s ad- 
ministration of the reasonable certainty 
test over the period of the last 20 
come 
reading the reasonable certainty test out 
of the law. They will cause difficulty 
and 
will be a generating source of litiga- 
tion because of their vagueness and re- 


years. The examples close to 


confusion in administration and 


liance upon factors the relevance of 
is difficult to discern. 

The examples seem to focus upon 
three factors in determining reasonable 
certainty: (1) the fact that an option to 
renew exists; (2) the fact that the loca- 
tion of the property is particularly suit- 
able for the taxpayer’s business; and 
(3) the fact that the annual rental of 
the property is lower than the taxpayer 


which it 


would have to pay for other suitable 
property. 

Actually, the fact that an option ex- 
ists is a sign of doubt that the tenant 
wants the leased property for the re- 
newal term; had he been more sure, he 
would have executed a longer-term lease 
because they usually carry lower rentals. 
Similarly, the suitability test will in most 
cases unfairly result in a determination 
of likelihood of renewal, since only 
rarely is property unsuitable when 
leased. The real test is the likelihood 
of continued suitability, a factor most 
difficult to assess in these days of rapid 
change in land use. The rental value 
test, too, is unrealistic unless projec- 
tion is made of conditions when the 
option becomes renewable. 

Another point discussed was the re- 
quirement in the proposed regulations 
that, in dealing with renewal options, 
all renewal periods be included. This 
provision was criticized as converting 
what was intended as corrective legis- 
lation into a punitive statute that would 
in many cases subject lessees to severe 
economic damage by distorting proper 
tax accounting. Attention was called 
to the effect of this rule on a lessee who 
purchases a lease on property improved 
with a building having a remaining 
life of, say, 35 years. A typical lease 
might well have a current remaining 
term of 21 years and 10 successive re- 
newal periods of 21 years. Rent for the 
current term and first renewal period 
is ordinarily fixed but rent for later 
periods is frequently set at 6% of the 
fair value of the land then. Such a 
provision, of course, gives the tenant 
merely a right of first refusal and in 
itself has little value. 


) 


The proposed regulations would re- 
quire the purchasing taxpayer to spread 
his investment in the lease over a total 
amortization period of 231 years unless 
he can establish that it is more likely 
than not that he will not exercise his 
second renewal option. This burden 
would be impossible to meet. Since he 
has an option to renew at what is in 
effect fair market value, and the likeli- 
hood of not renewing 42 years hence 
is difficult to prove under the most ideal 
conditions, it would seem just as likely 
as not that he will renew; in short, it 
is virtually impossible to prove that it is 
likely that he will not renew. 

Another point stressed at the hearing 
was the treatment of leasehold acquisi- 
tion that reality 
the costs of improvements erected by a 


costs represent in 
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predecessor lessee. It was pointed out 
that at present, the question of whether 
an assignee who purchases a ieasehold 
from a lessee who constructed substan- 
tial improvements on the property may 
depreciate those improvements is at 
least unclear. There is authority square- 
ly in point holding that the purchaser 
in such cases may depreciate the portion 
of his purchase price representing his 
economic interest in the building 
(Cogar, 44 F.2d 554, CA-6, 1930). How- 
ever, the issue has not been squarely 
considered by the courts for some years. 

Up to the present time, this question 
of depreciation or amortization has not 
been of major importance. The pur- 
chasing lessees amortized their costs over 
the first term of their leases and were 
not too concerned about the fact that 
they were not entitled to depreciation. 

However, this problem will become 
of much greater importance under Sec- 
tion 178(a). For instance, assume that A 
leases land at a fair rental and erects 
a $1 million building with a 40-year 
useful life on the property. The lease is 
for 25 years with six successive renewal 
terms of 25 years each, each at a rental 
of 6% of the fair market value of the 
land at the beginning of the renewal 





Depreciation deduction denied pur- 
chaser of leased property. Taxpayer 
purchased real estate that was subject 
to a 50-year lease. The lessee had con- 
structed a building on the property; 
the remaining life of the building was 
not greater than the unexpired term of 
the lease. Taxpayer sought either a de- 
preciation deduction for the building 
or an for the 
premium it had paid the purchaser for 
the favorable lease. The court denies 
the deduction, holding (1) the deprecia- 
tion deduction is available only to a 


amortization deduction 


taxpayer whose interest in a wasting 
that he 
nomic loss by reason of the physical 


asset is such suffers an eco- 
exhaustion as it occurs; taxpayer does 
not fall within this category; and (2) 
taxpayer is not entitled to a deduction 
for amortization of a purported pre- 
mium paid for the right to receive rent. 
World Publishing Co., 35 TC No. 2. 


Part of payment for covenant noi to 
compete allocated to good will. The 
taxpayer, a finance company, purchased 
all of the subsisting loan accounts from 


iting decisions. this month 


term. Shortly thereafter A_ sells the 
leasehold to B for $1 million. It is de- 
termined that less than 75% of the 
cost of the lease is allocable to its first 
term. B has obviously paid $1 million 
for the newly erected building. Under 
the construction placed on Section 178(a) 
by the proposed regulations, B would 
have to amortize his $1 million invest- 
ment over a period of 175 years, unless 
he could successfully bear the difficult 
burden of establishing that it is more 
probable than not that he wil] not at 
some date renew his lease. It seems 
proper as a matter of accounting and 
tax theory that B should be entitled to 
write off his investment in the building 
which he has purchased over its real 
economic expectancy—40 years. More- 
over, since B is in a very real sense 
the economic owner of the building, 
he should be entiled to depreciate 
the building rather than simply amortize 
his investment. This will permit him 
to make use of the 150% declining- 
balance method of computing deprecia- 
tion, as he would be able to do had he 
purchased the building on a fee. 

It was urged that B’s right to de- 
preciate the building be clearly recog- 
nized in the regulations. w 


an unrelated finance company and se- 
cured the latter’s covenant not to en- 
gage in the business of making loans in 
the amount of $300 or less for a_ pe- 
riod of three years. Under the contract, 
the sum of $181,803, the full unpaid 
balance of purchase notes, was paid for 
the notes, and the additional sum of 
$23,397 
tion for the covenant not to compete, 
‘The taxpayer sought to amortize the 
sum paid for the covenant not to com- 
pete. 


was the expressed considera- 


In the Tax Court, the taxpayers 
showed that it was their experience in 
the small loan business that borrowers 
do not meet their obligations on time; 
that this results in the necessity for “re- 
financing” by another loan over a 
longer period of time; and that, on 
the average, a borrower remains on 
their books with respect to the original 
amount for a period of two and one- 
half years. The taxpayers further showed 
that the prospect of this “refinancing” 
was one of the main they 
were willing to pay more than the face 
amount of the book obligation in order 


to acquire another loan company’s ac- 


reasons 
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counts. The Tax Court found that the 
separate consideration paid by the pur- 
chaser was partly for intangible assets 
in the nature of good will or going- 
concern value and partly for the cove- 
nant not to compete. In the absence of 
satisfactory evidence of the exact values 
attributable to each of these elements, 
the Tax Court undertook to allocate 
values according to its best judgment 
under the principles of Cohan (39 F.2d 
540). This court affirms. United Finance 
and Thrift Corporation of Tulsa, CA-4, 
9/29/60. 


New York Housing Finance Bonds are 
exempt. Bonds, notes, and other obliga- 
tions of the New York State Housing 
Finance Agency, issued to finance low- 
rent housing, are held to be issued on 
behalf of the state and are, therefore, 
exempt. Rev. Rul. 60-248. 


Cost basis of stock not to be increased 
by contingent liability. In 1951 taxpayer 
bought out all of his father’s shares in 
two corporations for $110,000. In a 
separate agreement the father promised 
not to compete for 14 years or life with 
the businesss of both corporations, for 
which he was to receive $20,000 in in- 
stallments to start 10 years later, in 1961. 
Taxpayer sold the shares at a profit in 
1955. During 1955 taxpayer made some 
prepayments on the $20,000 obligation 
to give his father needed funds. The 
father at no time prior to his death in 
1958 violated the covenant not to com- 
pete. Taxpayer, although reporting on 
the cash basis, sought to accrue the $20,- 
000 as part of the cost of his stock. The 
court denies the accrual, holding that 
the $20,000 liability was contingent up 
to the time of the father’s death in 1958. 
Taxpayer's cost basis of the shares pur- 
1951 

therefore, not 

Hoblitzell, TCM 


1955 was, 


$110,000. 


chased in and sold in 
more than 
1960-215. 
War loss provisions inapplicable to 
property sold under duress prior to 
World War II. In 1916 and 1926 tax- 
payer inherited a building and the real 
property upon which it was located; 
the property was located in what is now 
West Berlin. In 1937 taxpayer was forced 
to sell the property, and in 1952 a re- 
storation 
back to 
classified as unsafe in 


court awarded the property 
The building was 
1954. 


from 1954 to 1956 expended amounts to 


tax payer. 
Taxpayer 


repair war damage. In 1955 taxpayer 
traveled to Germany to discuss the re- 
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pairs to the building and during this 
trip became ill. Taxpayer claimed that 
the basis of the building, for depre- 
ciation the fair market 
value at the time of the recovery, citing 
Sections 1336(a) and 127, which provide 
such a basis for property recovered after 
war The court holds those sec- 


purposes, is 


losses. 
tions inapplicable; taxpayer, because of 
the forced sale, did not have at the time 
war was declared the kind of interest in 
the property required under the Code 
to make the war loss sections applicable. 
The court then determines the fair mar- 
ket value of the property at the date of 
inheritance, which basis is to be used 
for depreciation purposes. The court 
also decides which repair expenditures 
are to be capitalized, although not de- 
tailing its findings, and determines the 
amount of the deductible travel ex- 
penditure. Reisner, 34 TC No. 116. 


Costs incurred by stockholders; corpo- 


ration can’t amortize them. Taxpayer, 
a corporation, contends it is entitled in 
1951 to 


preciation or amortization of intangible 


additional deductions for de- 


research and development costs incurred 
by it from year to year during the period 
of 1933 1942 in 
with its patents and processes pertaining 
to the of animal 
These amounts were actually incurred 


through connection 


treatment diseases. 
and paid by interrelated corporations 
over the years and had been deducted 
by these corporations as part of their 
operating expenses. The court finds these 
costs cannot now be considered as ‘“‘con- 
tributed” to taxpayer as an investment, 
since none of the costs was ever placed 
on taxpayer’s books, and the contem- 
poraneous records negative any inten- 
tion on the part of the payor corpo- 
rations to treat these costs as a vehicle 
for investment in taxpayer. Fromm 
Laboratories, Inc., TCM 1960-202. 


Basis of property determined under 
Cohan rule. In 1944 taxpayer purchased 
property for $12,500 to build an airstrip. 
1956 for $50,000 and 
claimed a loss of $11,000, contending 


He sold it in 


that $48,500 was spent on improvements. 
Taxpayer failed to produce books and 
records to support the expenditures for 
the improvements, contending that the 
records were stolen. However, he did 
testify at length and in some detail as 
to the work done on the premises. The 
court, applying the Cohan rule, finds 
that taxpayer's total basis for the prop- 


erty is $22,000. It also denies taxpayer 
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as repair deductions the cost of work 
done on commercial property in putting 
the property in safe condition pursuant 
to an order of the local building in- 
spector. The work consisted of shoring 
the walls with steel rods, inserting new 
beams to support the roof, and under- 
pinning the foundation with cinder 
blocks. Boland, TCM 1960-199. 


Perpetual care payment is income when 
received. Taxpayers, two cemetery corpo- 
rations, sold lots at a price including a 
charge for perpetual care. The sales 
agreement specified that taxpayers had 
the right to deposit the amount received 
for the perpetual care in a trust. In fact, 
taxpayers did not set up trusts but 
mingled the funds with their regular ac- 
counts. Taxpayers did not report the 
amount of the perpetual care charge as 
income on the theory that they neither 
received nor had any right to receive 
any amounts as income, since the pay- 
ments were impressed with a trust at 
the moment of receipt. The court holds 
against taxpayer, finding that funds were 
not impressed with the trust either by 
contract or by law at the time of the 
receipt and that the payments were not 
at any time set apart or held in trust by 
taxpayers. Hawaiian Cemetery Ass’n., 
Ltd., 34 TC No. 112. 


Corporation denied deduction for un- 
paid truck rentals due officer. During 
the taxable year taxpayer, an accrual- 
basis corporation, took as a deduction 
truck expense it incurred as a 
liability to its sole stockholder. The 
amount was not paid to the stockholder 
within the taxable year and 214 months 
after the thereof, nor was the 
amount included in the stock- 
holder’s income. The court finds that all 
three conditions of Section 24(c) (IRC 
1939) existed — (1) creditor and debtor 
were related taxpayers; (2) creditor re- 
ported on the accrual basis, and debtor 
reported on the cash basis; (3) payments 
were not made during the taxable year 
and within 214 months thereafter. Ac- 
cordingly, allowance of the truck hire 
expense is barred as a deduction to the 
corporation. Consumers Trading Co., 
Inc., TCM 1960-198. 


hire 


close 
ever 


EPT relief denied to textile firm. The 
Tax Court denies Section 722 relief to 
taxpayer, a cotton-rayon converter. Tax- 
payer did not establish a fair and just 
amount to be used as a constructive 
average base period net income which 


would provide a greater credit than 
that allowed under the invested capital 
method. Henry Glass & Co., 34 TC No. 
101. 


EPT relief denied auto manufacturer. 
The Tax Court denies Section 722 relief 
to taxpayer, an automobile manufac- 
turer. Taxpayer did not show that its 
earnings during the base period were 
depressed because of temporary and un- 
usual economic circumstances. Nor could 
taxpayer show that, had it begun busi- 
ness two years prior to the date of its 
actual beginning, its level of earnings 
would have been greater during the base 
period. The Overland Corporation, 34 
TC No. 105. 


Circuit court has no jurisdiction to re- 
view Section 722 decision. The taxpayer 
filed timely applications for relief under 
Section 722 of the Internal Revenue 
Code of 1939, Excess Profits Tax Act 
of 1940, as amended, respect 
to excess profits taxes for the years 
1940 through 1944. By amendment to 
the years 1940, 1941, and 1942, the tax- 
payer asserted a claim for relief under 
Section 722(b)(4). The cause was sub- 
mitted to the Tax Court upon the 
severed questions as to whether relief 
under Section 722(b)(4) for the years 
1940, 1941, and 1942 was barred by limi- 
tations, it being agreed that, if the issue 
was resolved against the taxpayer, the 
taxpayer would abandon its Claims to 
relief under Sections 722(b)(2)(3) and 
(5). The Tax Court held against the 
taxpayer, and this appeal followed. This 
court holds that it has no jurisdiction 
to review a Tax Court decision refusing 
to allow an untimely amendment to 
timely filed applications for relief. Sec- 
tion 732(c) of the Internal Revenue 
Code of 1939, making determinations 
by the Tax Court final in Section 722 
cases, was not repealed by the In- 
ternal Revenue Code of 1954. Hewitt- 
Robbins, Inc., CA-3, 9/28/60. 


with 


Lessee does not include lessor’s basis 
in computation for EPT relief. Section 
444 of the 1939 IRC provided EPT 
relief if additions to or replacements 
of “facilities” have been made that re- 
sult in specified percentage increases 
in either physical capacity or basis for 
computing gain on the sale of taxpayer's 
total facilities. Under Section 444 (b)(3) 
this requirement is met if taxpayer can 
show a 200% increase in the basis of 
total facilities at the end of the 36- 
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month period ending on the last day of 
its base period over the basis of the 
total facilities prior to the beginning 
of the 36-month period. Taxpayer, a 
department store, leased real estate; the 
basis of its leasehold was zero. Tax- 
paver improved its facilities within the 
above 36-month period by additions to 
its storage space, new balconies, a new 
system of escalators; etc.; the sums ex- 
pended for such additions increased 
taxpayer’s basis for its total facilities 
over the required 200%. The Commis- 
sioner contended that the lessor’s basis 
for the real property leased by tax- 
payers must be included in the compu- 
tation and that with this inclusion the 
increase in basis was less than 200%. 
The court rejects the Commissioner’s 
contention, finding that Section 444 
(b)(3) does not provide that a_ lessee 
of real property should include his les- 
sor’s basis computation and that, even 
assuming leaseholds are includable, tax- 
payer’s basis for its leaseholds is zero. 
Walker Scott Corp., 35 TC No. 6. 


CAPITAL GAINS 


*Collections on “flat” bonds capital. 
icquiescence] In 1942 taxpayer pur- 
“flat” 


terest was in default. Prior to 1950-52, 


chased certain bonds when _ in- 
the years in issue, she had received pay- 
ments of the coupons equa! to her basis. 


Rev. Rul. 55-433, 
the Commissioner taxed the receipts 


In accordance with 


after complete recovery of basis as ordin- 
Rev. Rul. 55-433, the 
Commissioner had taken the position 
that, if one who purchased defaulted 
bonds flat collects interest that is more 


ary income. In 


than his basis, the excess is ordinary in- 
come, if it is received when there is a 
reasonable expectation that the princi- 
pal will be collected. The Commissioner 
said that the excess is income under the 
general definition and cannot be treated 
as capital because the payments are 
neither on a sale nor received on re- 
tirement of indebtedness issued by a 
corporation (Section 117). This court 
holds that ruling invalid. The defaulted 
coupons taxpayer purchased were in- 
debtedness of the corporation; she had 
capital gain. Rickaby Estate, 27 TC 886, 
acq., IRB 1960-35. 


Interest collected on defaulted bonds 
purchased flat is capital gain. In 
Rickaby (27 TC 886) the Commissioner 
took the position that, when defaulted 
bonds are purchased flat, subsequent 


collections of interest accrued prior to 
the purchase date should be treated as 
ordinary income if, at the time of pur- 
chase of the bonds, there was a reason- 
able expectancy that the face amount 
would ultimately be paid. The Tax 
Court rejected this limitation and held 
the collections capital. The IRS now 
acquiesces in this decision and rules 
that such collections are capital, regard- 
less of any expectation of collection of 
principal. Interest accruing after the 
purchase date is ordinary income when 
collected. Rev. Rul. 60-284. 


Commodity futures transactions treated 
as hedges; losses are ordinary. The tax- 
payer was engaged in the wholesale egg 
business. This method of operation was 
to collect fresh eggs daily from farmers. 
The price paid for the eggs was based 
upon the market price on the preceding 
day. He sold the eggs to a single buyer. 
Prior to 1950, taxpayer’s loss due to the 
seasonal fall in the price of eggs 
amounted to $7,000 per year. Taxpayer 
entered into transactions in the egg 
futures commodity: market for the pur- 
pose of protecting his business against 
the uninsurable risk of loss and scarcity 
due to the seasonal variation in the 
production of egg actuals. The prices 
of egg futures follow the prices of egg 
actuals, and taxpayer could neither have 
reasonably anticipated, when he entered 
into the short sales transactions, that he 
could profit from the short sales trans- 
actions without having such profit re- 
duced by a loss in his actuals transac- 
tion, nor could he reasonably have an- 
ticipated that he could profit from his 
actuals transaction without losing on 
his short sales. The taxpayer contended 
that his dealings in futures were “hedg- 
ing transactions” rather than specula- 
tive transactions resulting in capital 
gains or losses. This court agrees with 
the taxapyer, relying on the Supreme 
Court decision in Corn Products Re- 
fining Co. (350 U.S. 46). Although not 
“true hedges,” the taxpayer’s purchases 
and sales of futures were an integral 
part of his business and were not capital 
asset transactions. Weiler, DC Pa., 10/ 
10/60. 


Lawyers’ gain from sale of lots taxed 
as ordinary income. Taxpayers sought a 
income taxes claimed to 
have been erroneously collected for the 
years 1953, 1954, and 1955 by reason of 
the fact that the gain from the sale of 
vacant real estate was taxed as ordinary 


recovery of 
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income instead of long-term capital 
gains. Until October 1, 1954, the tax- 
payers practiced law as partners. Neither 
was a licensed real estate broker. They 
purchased vacant lots which were sub- 
ject to delinquent real estate taxes. They 
then cleared titles to the properties and 
acquired tax deeds at auctions held by 
the County Treasurer or at judicial 
sales, all of which resulted in the titles 
becoming marketable. About  three- 
fourths of the purchases made by tax- 
payers were in joint venture with li- 
censed real estate brokers, the law firm 
contributing about 50% of the capital 
and the real estate brokers the balance. 
When the property was sold, the profits 
were divided equally between the law 
firm and the joint venturers. The legal 
activities in clearing title were per- 
formed by the law firm, and the sales 
activities were conducted by the joint 
The district court had de- 
that the was held 
primarily for sale to customers in the 
ordinary of trade or business. 
This court affirms. According to this 
court, the findings of the district court 
were determinative of the issue unless 
shown to be clearly erroneous. An ex- 
amination of the 


venturers. 


termined property 


course 


sustains the 
court. Rossiter, 


record 
findings of the trial 


CA-7, 10/3/60. 


Single sale v. sale of separate tracts. 
On July 4, 1954, the taxpayers entered 
into a written contract for the sale of 
320 acres of unimproved land. The con- 
tract provided, among other things, that 
the purchase price for the entire tract 
was $40,000; that $10,000 was to be paid 
in cash; that the balance was to be paid, 
with interest, in annual installments of 
$8,000 or more beginning July 1, 1955; 
and that the purchaser could pay the 
entire balance on or before September 
8, 1954, without interest. The contract 
further provided that upon payment of 
the initial of $8,000 the 
sellers should convey to the purchaser 
120 acres in partial fulfillment of the 
contract; that thereafter upon payment 
of each additional installment of $8,000 
the sellers should convey to the pur- 
chaser 60 


installment 


acres; that the purchaser 
should have the privilege of designating 
the acres to be conveyed; and that 
sellers should furnish to the purchaser 
a policy of title insurance issued by a 
specified company. Under the terms of 
the contract, the purchaser was entitled 
to take possession of the premises “on 
closing” and, upon default by the pur- 
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chaser, the sellers could at their elec- 
tion cancel the contract and retain the 
sums paid thereon or sue for the unpaid 
installments. In their income tax return 
for 1954, the taxpayers reported the 
transaction as a short-term capital gain 
and treated the gain thereon on the in- 
stallment this suit, the tax- 
payers contended that the transaction 
was erroneously reported as a sale in 
1954 and that 
separate tracts of land in the years 1955, 
1956, 1957, and 1958. The district court 
determined that there was no sale until 
the deeds were executed and delivered 
to the respective parcels of land in 1955, 
1956, 1957, 1958, and that there 
was no taxable income from the trans- 


basis. In 


it constituted a sale of 


and 


action in 1954. This court reverses, hold- 
ing the sellers liable for tax of 1954 
upon the portion of the gain reflected 
in the cash payment of $10,000 made at 
the time of the execution of the con- 
tract. The contract obligated the sellers 
to execute and deliver deeds of convey- 
ance in subsequent years; it obligated 
the purchaser to make the payments dur- 
ing the subsequent years; it vested the 
purchaser with the right of possession; 
the cash payment made during the year 
did not exceed 30% of the selling price; 
and the taxpayers elected to treat the 
transaction as a sale on the installment 
basis. Scruggs, CA-10, 8/13/60. 


Farmer has capital gain on sale of top 
soil. Taxpayer removed top soil from his 
farm for sale to the ciy of Tulsa for the 
construction of a bridge approach on 
the boundary of the farm. The court 
finds taxpayer did not hold dirt for sale 
to customers in the ordinary course of 
his business and permits capital gain 
treatment for the gain realized on the 
sale. Vance Estate, TCM 1960-167. 

Capital loss on sale of converted farm 
land. ‘Taxpayer, who had been employed 
as a sales manager, decided to resign his 
employment and enter the real estate 
business. He purchased a barn and four 
acres in the 1948-1949, 
into a home, 


winter of con- 
and in 


1950 sold his personal residence and 


verted the barn 


moved into the converted barn. Later 
that same year he sold the property at a 
loss. In the absence of evidence that he 
held himself out to others as a realtor 
or builder or that he had engaged in 
any other transactions in the nature of 
a real estate business, only a capital loss 
deduction is allowed. Watts, TCM 1960- 
182. 
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Ordinary income on sale of stock; de- 
veloping and selling luncheonettes was 
a business. Taxpayer, who was primarily 
in the wholesale ice cream business, was 
actively engaged in the development and 
sale of luncheonette sites with associates. 
His activities with respect to such sites 
included the investigation of locations, 
negotiation of leases, appraisal of plans 
drawn by the fixture company for each 
store, and negotiation of the sale of the 
stock upon incorporation of each store. 
The associates sold the stock of seven of 
eight corporations before commencing 
operation of the luncheonette. In the 
case of the one luncheonette they op- 
erated, their operation prior to sale of 
the stock was for a period of only one 
month. The court finds the stock in the 
eight corporations was held by taxpayer 
for sale to customers in the ordinary 
course of business and, accordingly, was 
not a capital asset in his hands. Katz, 
TCM 1960-200. 


Sale v. lease of sand and gravel de- 
posits. The taxpayers entered into an 
agreement whereby an unrelated third 
party was authorized to enter upon the 
land to remove certain sand and gravel 
deposits. —The Government contended 
that the retained an 
nomic interest” in the sand and gravel 
deposits since their payments were to 
depend upon the cubic feet—or tons— 
removed. The party stipulated that in 
actual practice the payments were based 
determined 
upon extraction and did not depend 


taxpayers eco- 


on weights immediately 
upon the resale of the deposits. This 
court says that the true test of whether 
an economic interest is 
whether the payments to which the tax- 
payers are legally entitled depend in any 
way upon the resale of the mineral ex- 


retained is 


tracted. Where the price paid to the 
owner is a percentage of the sales price, 
the owner retains an economic interest 
in the product. Thus, in this case, since 
the payments were not dependent upon 
extracted 
there was no economic interést retained 
and the payments were capital gains to 
the taxpayers. Sanders, DC S. C., 8/8/60. 


the resale of the mineral, 


Executive fired and thereby forced to 
sell his stock interest has a capital loss. 
Taxpayer, who was an executive in the 
auto industry, organized a corporation 
to operate an auto dealership. General 


Motors financed the operation by sub- 
voting 
payer purchased the nonvoting stock for 


scribing to all shares; tax- 


$85,000. Later, General Motors became 
dissatisfied with the operation, and in 
accordance with their original agree- 
ment, it terminated taxpayer’s services 
and advised him his stock was worth- 
less. It offered to purchase the non- 
voting stock for a nominal amount, but 
taxpayer refused to surrender the stock, 
After negotiations taxpayer agreed to 
accept $10,000. The court holds the 
definitive event fixing taxpayer’s loss 
was not the termination of his employ- 
ment, which ‘preceded General Motor’s 
purchase of his stock; but rather the 
definitive event was the purchase for 
$10,000. Taxpayer’s loss was, therefore, 
a long-term capital loss in the amount 
of $75,000. O’Madigan Jr., TCM 1960- 
212. 


Annual “royalty” for customer list and 
good will taxed as ordinary income. 
In 1948, the taxpayer sold to a competi- 
tor assets used in the distribution end 
of its bottling business. The competi- 
tor agreed to distribute the bottled 
products to all former customers of the 
taxpayer, as well as its own customers, 
and to pay an annual “royalty” of 10% 
on sales attributable to taxpayer's former 
business and 5% on new business. With 
the delivery of the equipment to the 
competitor, the competitor obtained a 
list of taxpayer’s former customers in 
the territory. The taxpayer contended 
for capital gain treatment on the sums 
paid as royalty. The Government con- 
tended that the royalties paid under the 
contract were taxable as ordinary in- 
come. The testimony was that the royal- 
relation to 


ties were not discussed in 


customer lists or good will. An em- 
ployee of the competitor testified that 
the sums payable as royalty exceeded by 
900% the amount that it would have 
paid for the customer list and good will 
had the negotiators discussed the sale 
Thus, this 
that the taxpayer failed to carry the bur- 
den of proof and, accordingly, that the 


royalties are taxable as ordinary income 


of such assets. court holds 


rather than as capital gain. Lasell, DC 
Calif., 9/6/60. 


Lawyer found to be engaged in real 
estate business; gains are ordinary in- 
come. Taxpayer, a lawyer, purchased 
street improvement bonds from 1930 
through the taxable years, the bonds 
being first liens on the properties in- 
volved. Taxpayer would ultimately ac- 
quire the properties either through quit 
claim deed, foreclosure or, until 1953, 
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payment of delinquent taxes. In 1941 
taxpayer started selling the properties. 
During 1953, 1954, and 1955 taxpayer, 
either alone or with his wife or with 
his partner, engaged in 68, 41, and 25 
real estate transactions respectively, re- 
porting the gains on the sales as capital 
gains. The court holds that the income 
from the sales is ordinary, finding that 
taxpayer was engaged in the real estate 
business and the lots were held for sale 
to customers in the ordinary course of 
that business. The court stresses that 
(1) the street improvement bonds were 
acquired primarily to obtain the under- 
lying real estate, (2) the sales of lots 
were frequent, numerous, and involved 
substantial sums of money, (3) the in- 
come from the real estate sales greatly 
exceeded taxpayer's law practice income. 
The fact that taxpayer devoted very 
little time to sales of lots or did not 
solicit purchasers is not decisive. Starke, 
35 TC No. 4. 


Retained gravel payment not ordinary 
income; was part of sales price. The 
taxpayers and others owned and oper- 
uted a partnership engaged in the sand 
and gravel business. The partners sold 
the assets of the partnership to an un- 
related third party, receiving in ex- 
change a promissory note and retaining 
a limited overriding royalty interest or 
production payment of $1 million pay- 
able out of the proceeds from the sales 
of the sand and/or gravel from certain 
The 
mined that the payments received by 
the taxpayers on the $1 million obliga- 


properties. Commissioner deter- 


tion constituted ordinary income sub- 
ject to depletion. The taxpayers con- 
tended for capital gains. This court 
specifically finds that the sales price of 
the business was for a sum certain which 
did not depend on profits derived from 
the sales of the sand and gravel and 
was not computed in relation to the 
profits to be derived from the sales of 
sand and gravel. The sellers did not 
have to look solely to the extraction of 
the sand and gravel as the only means 
f regaining their capital, as they re- 
ceived substantial compensation wholly 
unrelated to sand and gravel payment. 
[he payment of the purchase price out 
of future sales from production from 
the sand and gravel leases was a plan of 
deferred or installment payment of the 
purchase price of the business. The 
reservation of the right to any released 
leases, which was a reservation of secur- 
ity for payment of the purchase price, 


was, in effect, a vendor’s lien, according 
to this court. The full title of all in- 
terest of the partnership in all of their 
properties, including the sand and 
gravel leases, passed and vested in the 
buyer. Thus, this court holds that a 
bona fide sale was consummated by the 
parties and that the amounts received 
by the taxpayers represent capital gains 
from the sale of capital assets. Witte, 
DC La., 9/27/60. 


BAD DEBTS 


Guarantor’s reserve for anticipated 
losses disallowed. Taxpayer sold auto- 
mobiles and accepted conditional sales 
contracts, which it subsequently sold at 
face value without discount but with 
For several years taxpayer 
maintained a reserve for anticipated 
losses on the contracts sold and credited 
the account each year with an amount 
sufficient to bring the reserve to a level 
where it would cover anticipated losses 
based on a percentage of the value of 
the outstanding contracts. The Commis- 
sioner disallowed 


recourse, 


as a deduction the 
amount charged to the reserve for the 
year 1955. Taxpayer claimed that the 
reserve was justified as either (1) a re- 
serve for bad debts under Section 166, 
or (2) a reserve that had been consistent- 
ly maintained and is in accordance with 
sound accounting principles. The court 
holds against taxpayer, that, 
subsequent to a sale of the conditional 


finding 


sales contracts, taxpayer did not have 
a debtor-creditor relationship with the 
purchaser; therefore, Section 166 is not 
applicable. Further, taxpayer did not 
show that the establishment of such a 
reserve is good business accounting. Even 
if it were, in the absence of a specific 
provision taxpayer cannot take the de- 
duction. Wilkins Pontiac, 34 TC No. 
108. 


Partner taking over partnership busi- 
ness individually not entitled to deficit 
of other partner. Taxpayer was one of 
two partners in a business. When the 
other partner retired, taxpayer agreed 
to take over all the assets, assume the 
liabilities, and continue the business in- 
dividually. Taxpayer is denied a deduc- 
tion for the deficit in the retired part- 
ner’s capital account at the time of dis- 
solution. When taxpayer took over the 
it did not of itself create a 
debtor-creditor relationship, 


business, 
which is 
necessary to support the bad debt deduc- 
tion claimed. There must be a final ac- 
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counting between the partners upon 
which the law will imply a promise to 
pay. Turner, TCM 1960-210. 


DEDUCTIBILITY 


*District court upholds bond amortiza- 
tion and contribution device for double 
deduction. Taxpayer purchased $2 mil- 
lion face amount of bonds selling at a 
premium and callable on 30 days’ notice. 
He borrowed approximately 95% of the 
purchase price of the bonds. Relying on 
the 30-day-call feature, he amortized the 
entire premium within the taxable year 
as a tax deduction. Then he contributed 
his equity in the bonds to charity for a 
second tax deduction. The court up- 
holds these deductions, finding the trans- 
actions were real, despite the admitted 
tax avoidance motive. The court notes 
the contrary decisions of the Tax Court 
in Maysteel Products (33 TC No. 114) 
and other cases but observes that these 
decisions were apparently based on the 
Tax Court’s conclusion that the trans- 
actions in those cases were unreal. Evans, 
DC Pa., 9/20/60. 


Payment of another’s debt to protect 
credit standing is ordinary and necessary. 
For 17 years, the taxpayer has been 
conducting a highly successful business 
of buying and selling perishable agri- 
cultural produce. He had a strong credit 
position, which was essential to the 
operation of his business. For six years, 
the taxpayer had engaged in the farm- 
ing, processing, shipping, and selling of 
perishable agricultural produce in the 
states of Idaho and Oregon, in connec- 
tion with which he had separate em- 
ployees and kept separate books of ac- 
counts. Some of his employees in Idaho 
and Oregon persuaded him to form cor- 
porations to carry on the business in 
The 


the real and personal property used in 


those two states. conveyances of 
those operations were executed by the 
taxpayer and placed in the hands of the 
employees who were desirous of buying 
stock in the new corporations, but on 
instructions from taxpayer the docu- 
ments were not recorded. The corpora- 
tions, therefore, had little property to 
which they held record title and which 
might serve as a basis for credit inde- 
pendent of that derived from the tax- 
payer. His participation in their man- 
agement as in former years and his back- 
ing with his own credit were essential 
to the corporate operations. When the 
corporation failed to pay its debts, the 
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taxpayer proceeded to pay them and 
for the 
The Perishable Agricultural Commodi- 


claimed deductions payments. 
ties Act requires a license to engage in 
the business of a commission merchant, 
dealer, or broker of perishable commodi- 
ties and makes it unlawful for any com- 
mission merchant, dealer, or broker “to 
fail or refuse truly and correctly to ac- 
count and make full payment promptly 
in respect of transaction in 


any any 


such commodity to the person with 
whom such transaction is had. se 
Thus, under these circumstances, this 
court reverses the Tax Court decision 


that the payments were not deductible 
as ordinary and necessary expenses. Al- 
though the distinction between “ordi- 
nary and necessary business expenses” 
and payments “in the nature of capital 
expenditures, an outlay for the develop- 
ment of reputation and good will” is a 
close one, the fact that the taxpayer had 
to maintain his credit standing in order 
to continue in business and the fact that 
the taxpayer’s Federal license would not 
have been renewed unless he had made 
good on the debts were sufficient to 
make these payments necessary business 


expenses. Lutz, CA-5, 9/9/60. 


Can deduct legal expense of showing 
municipal ordinance did not bar exist- 
ing business. Taxpayer operated a 
quarry within a town. It applied for a 
license to operate a quarry crusher and 
upon refusal brought suit to prove that 
the cited ordinance did not apply to it. 
Ihe IRS rules the expenses deductible. 
litle to property was not in issue nor 
the connected with the 


was expense 


acquisition, replacement, or improve- 
ment. It was incurred to protect the con- 
tinued use of the property and equip- 
ment. Rev. Rul. 60-261. 

Plan was self-insurance; premiums are 


not deductible. Taxpayer, engaged in 
carrying new automobiles from the fac- 
tory to dealers, leased for storage cer- 
tain land near a river and exposed to 
flood. It joined a “reciprocal flood in- 
and sought to de- 
duct its annual premiums. The IRS, 
analyzing the ex- 
change, concludes that the plan is es- 


surance exchange” 
the operations of 
sentially self-insurance; only the 1% of 


the annual premium for expenses, etc., 
is deductible. Under the plan each mem- 


ber paid a premium each year for a 10- 
year period; the total for the 10 years 
equaled the amount of insurance cover- 
1% 


age; 


of the premium went to a 


December 1960 


general reserve (this is the portion held 
deductible); the balance was credited 
to each member’s catastrophe loss ac- 
count. Any losses during the year would 
be charged to these accounts, the un- 
used balance being withdrawable by 
the member at the end of the year. As 
the properties subject to the same risks 
were grouped together and, if there 
were flooding, all members would be 
damaged, the IRS finds that in this 
plan there was not the element of risk- 
sharing essential to insurance. The plan 
is really only self-insurance, managed 
by an agent for a fee. Rev. Rul. 60-275. 


Can’t deduct fees paid to consultants for 
television applications. 
payer, a newspaper, paid fees to tele- 
in connection with 
its application for a television license. 
Taxpayer subsequently obtained pro- 
services elsewhere and _ filed 
two amended applications. Taxpayer 
sought a deduction for the fees paid to 
the original consulting firm as ordinary 
and necessary business expenses, claim- 
ing that the original application was 
abandoned. The court holds that there 
was no abandonment, that the fees paid 
are capital in nature and not deductible 
as ordinary and necessary business ex- 
penses. World Publishing Co., 35 TC 
No. 2. 


license Tax- 


vision consultants 


fessional 


ACCOUNTING METHODS 


IRS won't permit change to sale-and- 
repurchase method of accounting for 
bottles. The IRS holds that a change 
to the sale-and-repurchase-method of 
accounting for bottles is a change for 
which permission is required and an- 
nounces that permission will not be 
granted. This method does not represent 
the facts when bottles are sold at a price 
less than cost; in fact, a return is ex- 
pected. Consequently, the bottles should 
be carried as a nondepreciable asset in 
cost and a deduction made each year for 


bottles lost or broken. Rev. Rul. 60-243. 


Cannot set up opening inventory where 
none was used before. A corporation, 
in computing its cost of goods sold for 
1951, used opening and closing inven- 
tories for biological products. It had not 
used an inventory in any prior year; at 
no time did it request or obtain per- 
the Commissioner to 
change its method of reporting inven- 
tories; and it made no attempt to estab- 
lish that, in setting up such new inven- 


mission from 





tories, it had adjusted its purchase ac- 
counts for any prior year. The court 
finds the corporation is not entitled to 
use the opening inventory. [Apparently 
the closing inventory was included. The 
1954 Code, Section 481, contains specific 
rules for spreading the tax on income 
applicable to post-1954 years bunched 
into one year because of changes in ac- 
counting methods.—Ed.]| Fromm Lab- 
oratories, Inc., TCM 1960-202. 


Change from. cash to accrual basis with- 
out Treasury approval is denied. In 
1953 a partnership was engaged in rural 
electrification engineering and in the 
latter part of the year commenced the 
production of films for map printing. 
The partnership filed its return for 1953 
on a cash basis. However, in order to 
satisfy its creditors, records 
were maintained on an accrual basis. In 
1957 taxpayer filed an amended return 
for 1953 on the accrual basis. The Tax 
Court rejects the amended return and 
rules. that taxpayer is limited to the 
cash basis in 1953. Since the use of the 
cash method in 1953 did not distort the 
income of the partnership, the prior 
of the 


separate 


consent Commissioner was re- 
quired in order to make the change. The 
court rejects taxpayer’s argument that 
the film business gave rise to inventories 
which, under the Regulations, required 
the use of the accrual method. Inven- 
tory was a minor factor in 1953. Drazen, 


34 TC No. 109. 


Election to use LIFO not timely. The 
taxpayer used the retail method of in- 
ventory valuation for its department 
stores and for the years 1944-1948 filed 
its returns on the first-in, first out basis. 
It did not make the election required 
by the Regulations to use Liro. In 1951 
it filed claims for refund for these years, 
recomputing income on the Liro basis 
and electing to use that method. The 
Commissioner disallowed the claims, and 
this court, following Macy (255 F.2d 
884), agrees. That the Commissioner was, 
during the years in question, actively 
opposing the use of Liro by retailers 
neither prevented taxpayer from mak- 
ing the election nor estopped the Com- 
missioner from taking the position now 
that the Regulations did apply and elec- 
tion should have been made as they re- 
quired. It follows that, since the tax- 
payer did not make the election in the 
way the Regulations required, it cannot 
use Liro. Carson, Pirie, Scott & Co., DC 
Ill., 6/30/60. 
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NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH P. STAPCHINSKAS 





Dane asks “exempt unless” Federal law 


limiting state tax on interstate firms 


«fees Concress in the summer of 
1959 limited the states in their in- 
come taxation of companies in inter- 
state commerce, it adopted a middle-of- 
the-road solution that is practical and 
equitable; Congress should preserve this 
principle but should extend the cover- 
the law and should eliminate 
much uncertainty by switching from the 
present “exempt if” framework to an 
“exempt unless” approach. This is the 
position of John Dane, Jr., of Choate, 
Hall & Stewart, Boston, who, as a former 


age of 


Massachusetts Commissioner of Corpora- 
tions and Taxation and now the Chair- 
man of the Taxation Committee of the 
United States Chamber of Commerce, is 
aware of the practical problems of both 
the taxpayer and the revenue official. 
His views appear in an article discussing 
how small business looks at Public Law 
86-272 in the perspective of its alterna- 
the October 1960 issue of the 
Virginia Law Review. 
When the Northwestern 
Stockham Valves 


tives in 


States and 
(358 U.S. 
150) came down in February 1958, Mr. 
Dane says, Congress faced three possible 
courses of action. It could prohibit the 
states from imposing tax on the net in- 


decisions 


come of corporations engaged exclusive- 
ly in interstate commerce within their 
borders. This is the test currently ap- 
plied to privilege or franchise taxes, and 
adopting the same rule for income taxes 
would provide a desirable uniformity 
and simplicity. It would also provide 
considerable administrative certainty — 
the question of what is interstate com- 
merce having been so extensively liti- 
gated. However, this solution would re- 
quire the states to cede a very large po- 
tential revenue and, given the present 
urgent need of the states for revenues, 
it seems unlikely that this solution. is 
feasible. 

Or, Congress could go to the other 
extreme and, by taking no action at all, 
leave the line where the Court drew it 


in Stockham Valves and Northwestern 
States Portland Cement —_ systematic 
solicitation without more being ade- 
quate to support state jurisdiction to 
tax. This course of action would greatly 
increase the number of state 
would create substantial 
compliance burdens for small businesses 
soliciting outside their own state, and 
would restrict the flow of commerce. Mr. 
Dane discusses at some length the reality 
of the compliance burden, noting that 
a large business, using most advanced 
electronic equipment, estimates that 
compliance cost is 7% of the tax paid 
to the states. He has no doubt that the 
typical small business with a limited 
bookkeeping staff and forced to rely on 
outside accountants and lawyers for tax 
help, would in many instances find com- 
pliance costs exceeding the tax paid and 
most assuredly making any attempt to 
penetrate new out-of-state markets un- 
economic. 


income 
tax payers, 


Changes needed 


It is Mr. Dane’s opinion that Congress 
acted wisely in choosing the middle 
course of P. L. 86-272. 

“This is not to say, that 
there are not improvements which can 
and should be made. Such improve- 
ments are needed in two specific areas. 
In the first place, there is no reason to 
have one line delimiting state jurisdic- 
tion to tax firms engaged in the sale of 
tangible personal property, and another 
line setting wider and vaguer boundaries 
for firms engaged in selling intangibles 
or supplying banking and other serv- 
ices. In fact, there is considerable un- 
certainty as to whether state or federal 
law is to be applied in determining what 
is tangible personal property. 

“In the second place, Public Law 86- 
272, even in the area of dealings in 
tangible personal property which it pur- 
ports to cover, is unnecessarily vague. 
Vagueness is undesirable enough in a 


however, 
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state or federal taxing statute where 
there is an agency empowered to ad- 
minister the law and, after proper pro- 
cedural safeguards, to issue interpreta- 
tive regulations. However, in the case 
of a federal statute defining the bound- 
aries of state taxing jurisdiction, it is 
hard to see what federal agency could 
appropriately be entrusted with the 
duty of issuing regulations. Even if an 
agency were specifically created for the 
purpose of administering the statute, the 
prospect of an administrative agency 
issuing regulations which would have 
the effect of extending or narrowing the 
tax jurisdiction of the sovereign states 
of the union is not one which is con- 
sonant with our federal system as we 
know it. If the taxing jurisdiction of a 
State is to be affected, it would seem that 
this should be done by Congress itself. 

“There is good reason to believe that 
the vagueness of Public Law 86-272 will 
give rise to attempts on the part of state 
tax administrators to restrict its scope in 
every way possible. Clearly, if foreign 
corporations are to have a bill of rights 
to protect them against over-burden- 
some state demands, they will have to 
look to Congress rather than to the 
courts. 

“The present attitude of state tax ad- 
ministrators and the courts emphasizes 
the point that if small business is to 
have the protection which the legislative 
history of Public Law 86-272 indicates 
Congress intended it to have, no am- 
biguities can be allowed to remain in 
the language of the statute itself and its 
protection must not be restricted to one 
class of enterprise, sellers of tangible 
personal There are two 
methods of accomplishing this objective. 

“The first, and probably the least satis- 
factory, would be to retain the frame- 
work of the present law but to amend 
it by enumerating other types of busi- 
ness, such as banking, to which its pro- 
tection is to be extended and by speci- 
fying with more particularity the cir- 
cumstances under which such protection 
would be granted. For instance, so long 
as solicitation remains as the passport 
to tax immunity, just so long will acri- 
monious and unnecessary controversies 
continue 


property. 


between taxpayers and tax 
administrators. Small business is entitled 
to know whether, for example, installa- 
tion of tangible personal property comes 
within the ambit of solicitation or 
whether the statute, contrary to what it 
is logical to assume was the intention 


of Congress, protects the maker of a 
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simple product like a drill press which 
can be installed by the employees of 
the purchaser, but does not protect the 
manufacturer of a solid state computer 
which requires a team of factory special- 
ists to put it in working order. 

“The other, and more desirable, solu- 
tion would be to change the whole pat- 
tern of the statute from its present ‘ex- 
empt if’ approach to the ‘exempt unless’ 
approach of the District of Columbia 
law and the bill adopted originally by 
the House of Representatives. If this 
simple change were made, both of the 
defects of the present statute would be 
cured. All discrimination between sellers 
of tangible personal property and other 
types of business would be done away 
with and a much more precise defini- 
the state 
jurisdiction would be secured. No one 
the the 
4 standard of taxability 


tion of boundaries of tax 


knows limits of term ‘solicita- 


tion.’ based 
upon the maintenance of an office, sal- 
able inventory, warehouse or other place 
of business would greatly restrict the 
area of doubt. 

“There is no reason, however, to ac- 
cept unquestioningly the standard of 
taxability contained in the District of 
Columbia law. The terms which it uses 
lack authoritative interpretation even 
in that jurisdiction and it fails to specify 
the period of time for which any of the 
described facilities must be maintained 
in the taxing state in order to grant 
that state jurisdiction to tax. Is a sales- 
man’s house from which he makes tele- 
phone calls a place of business? Is the 
maintenance by a salesman of an office 
in a hotel room for a week during a 


trade show within the intent of the law? 


Permanent establishment 


“It is somewhat surprising that, in 
the search for an acceptable formula 
for state taxing jurisdiction in this area, 
consideration has not been given to the 
the taxation conventions 
United States 
into with most of the major commercial 


pattern of 


which the has entered 


these conventions, an 
the 


countries. Under 


enterprise of one of contracting 
states is not subject to tax in the other 
contracting state on its commercial and 
industrial profits unless it maintains a 
permanent establishment in such othe 
state. A typical example is the Income 
Tax Convention with the United King- 
dom which defines permanent establish- 
management, 


tory or other fixed place of business.’ 


ment as ‘a_ branch, fac- 


“The term does not include an agency 
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‘unless the agent has, and habitually 
exercises, a general authority to nego- 
tiate and conclude contracts . . . or has 
a stock of merchandise from which he 
regularly fills orders. . . .’ 

“Carrying on business dealings 
through a bona fide commission agent, 
broker or custodian acting in the ordi- 
nary course of his business as such or 
maintaining a fixed place of business 
exclusively for the purchase of mer- 
chandise is not equivalent to having a 
permanent establishment. The term has 
been said to connote a projection of the 
foreign enterprise into the territory of 
the taxing state in a substantial and en- 
during form. Such a concept is appeal- 
ing on two grounds. Theoretically, it 
would seem to represent a more satis- 
factory standard for state taxing jurisdic- 


tion than that contained in the terms 
‘office, salable inventory, warehouse or 
other place of business.’ By incorporat- 
ing into the standard of tax jurisdiction, 
ideas of substantiality and permanence, 
it accords with the basic principle that 
to be subject to a state’s taxing juris- 
diction, a foreign corporation must re- 
ceive substantial and enduring, rather 
than insignificant and transitory, bene- 
fits from the state. Practically, it would 
make available to tax administrator and 
taxpayer alike the certainty which comes 
from the use of a term which has a long 
history of court and administrative in- 
terpretation. It is to be hoped that when 
the study of Public Law 86-272 com- 
mences, the incorporation into the law 
of the permanent establishment stand- 
ard will be thoroughly explored.” wy 


A number of important state tax issues 


are currently on Supreme Court docket 


Court has before it a 
of state tax cases, many 
the application of the 
States Portland Cement 
doctrine in other states and other slight- 
ly different fact situations. One particu- 
larly important case applies the North- 


sie SUPREME 
wide variety 
of them testing 
Northwestern 


western argument not to a state’s right 
to tax but to a state’s right to insist that 
a corporation qualify as a condition to 
using its courts. The Supreme Court has 
not yet announced whether it will hear 
the important issue raised in the case 
of Eli Lilly & Co. v. Sav-On-Drugs 
(Docket No. 203). The constitutional 
question is whether a state may require 
a foreign corporation engaged in inter- 
state commerce to qualify before suing 
in the state courts under the Fair Trade 
Act. Yes, says the Supreme Court of 
New Jersey, relying on Northwestern- 
Stockham (358 U.S. 450) and reasoning 
that, if 
some, a simple regulatory statute surely 


an income tax is not burden- 
is no burden. 

Some action has been taken already 
on 11 of the 18 other state tax 
docketed for the October term of 
U. S. Supreme Court. Five cases are: 
Lake Inc. v. 
County (Docket No. 212), contesting a 
ruling of the Ninth Circuit Court of 
Appeals that Federal Government pay- 
ments must be allocated to the particu- 
lar assessment year as an offset in deter- 
mining the net tax collectible 
Federal leaseholds. 


cases 
the 


Moses Homes, Grant 


on 


Arizona Tax Commission v. The Mur- 
ray Company of Texas, Inc. (Docket No. 
168), challenging the the 
Arizona Supreme Court that a foreign 


ruling of 


corporation soliciting sales in Arizona 
through resident salesmen is not subject 
to the sales tax. 

Laurens Federal Savings and Loan 
Association vy. South Carolina Tax Com- 
mission (Docket No. 126), questioning 
that South 
Carolina may impose a documentary 
stamp tax On promissory notes given by 


the state court’s holding 


a Federal savings and loan association 
to a Federal home loan bank. 

Alaska v. Artic Maid and Artic Maid 
Fisheries, Inc. (Docket No. 106), test- 
ing the constitutionality of a local privi- 
lege tax on off-shore freezing vessels. 
The Ninth Circuit Court of Appeals 
held the tax unconstitutional as a bur- 
den on interstate transportation of fish. 

Michigan National Bank v. State of 
Michigan (Docket No. 155), appealing 
the of Michigan’s 
Court that permits state and national 
bank shares to be taxed at a higher rate 


decision Supreme 


than building and loan association 
shares. 
Six cases have been removed from 


the U.S. Supreme Court docket by dis- 
missal of appeal or denial of certiorari, 
leaving lower court decisions in effect: 

Consolidated Title Corp. v. District of 
Columbia (Docket No. 136), ruling that 
dividends received by a holding com- 
pany from its operating subsidiaries are 
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LAW REVIEW ON STATE TAXES 


THE VirciniA Law Review for Octo- 
ber (Vol. 46, No. 6, $3.50) is devoted 
in its entirety to state taxation of 
interstate commerce. The issue con- 
tains the following articles: 


“State Taxation of Interstate Com- 
merce: A Survey and an Appraisal” 
by Paul J. Hartman 

“The Need for Federal Curbs on 
State Taxes on Interstate Commerce: 
An Economist’s Viewpoint” by Paul 
Studenski 


“Form versus Substance’ by Dix- 
well L. Pierce 
“State Taxation of Extraterritorial 


Value: Allocation of Sales to Destina- 
tion” by Floyd S. Britton 

“Public Law 86-272: Regulation or 
Raid” by Robert L. Roland 

“Small Looks at Public 
Law 86-272 in the Perspective of Its 
Alternatives” -by John Dane, Jr. 


Business 


‘Taxation of Intangibles in Inter- 
state Commerce” by Martin Saxe and 
Lloyd D. Keigwin 

“State Interstate 
Motor Carriers” by Jess N. 


Taxation of 
Rosen- 
berg 
“A Federal Concept of Doing Busi- 
by Richard L. 
Alan M. Nedry 
“The Uniform Division of Income 


ness 


Hirshberg and 


for Tax Purposes Act Re-examined” 
by Arthur D. Lynn, Jr. 

“Prerequisites of a Federal Statute 
Regulating State Taxation of Inter- 
state Commerce” by Donald K. 
Barnes 

“State Taxation of Interstate Sales” 
by Leonard E. Kust 
Sale, Jr. 


and Graham 








subject to District of Columbia income 


and franchise taxes when the subsidi- 
aries are domestic, even though part of 
the income is derived from activities 
outside the District. 

Koppers Co., Inc. v. Commonwealth 
of Pennsylvania (Docket No. 100), hold- 
ing proper the inclusion, in the gross 


receipts fraction of 


the Pennsylvania 
income tax allocation 


formula, of income items excluded from 


corporate net 


the tax base. 

Gas Transmission Co. v. 
State Tax Commission 
(Docket No. 223), sustaining the ap- 
portionment formula for the franchise 
tax on a multistate corporation, meas- 


Tennessee 


Mississippi 


ured by an allocation to Mississippi of 
capital invested within the state. 

First National Bank of Chippewa 
Falls v. Charles Henneman Co. et al 
(Docket No. 283), giving a county tax 
lien in Wisconsin priority over mortgage 
interests that, under Federal law, have 
priority over a Federal tax lien. 

California Co. v. Colorado (Docket 
No. 86), upholding the constitutionality 
of the Colorado severance tax that levies 
a graduated tax on gross income from 
the extraction of gas and oil. 

King Colony Ranch v. Montana 
(Docket No. 158), holding a religious 
society engaged solely in agricultural ac- 
tivities liable for the Montana corpora- 
tion license tax. 

Several other state tax cases remain- 
ing on the docket also await announce- 
ment as to whether the Supreme Court 
will take jurisdiction: 

Armco Steel Corp. v. Michigan 
(Docket No. 387) involves a_ business 
activities tax. The Michigan Supreme 
Court considered this an income tax, 
within the Northwestern-Stockham rule, 
and held a foreign’ corporation liable 
for the tax on its adjusted receipts or 
income derived from interstate sales ap- 
portioned to local sources. 
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Standard Dredging Corp. v. Alabama 
(Docket No. 332) rules that a foreign 
corporation qualified in Alabama must 
pay a license tax based on the gross 
amount of a contract with the U. S. 

Thomas v. Commonwealth of Virginia 
(Docket No. 43) decides that under Vir- 
ginia’s inheritance tax laws a decedent’s 
cash, found in his safe deposit box in 
the District of Columbia, is intangible 
personal property subject to the tax. 

Rummel yv. Musgrave (Docket No. 
303) concerns a ruling that Federal Gov- 
ernment lessees are for the tax 
imposed on interests in producing ura- 
nium lands. 


liable 


Motor vehicles and their dealers are 
involved in several docketed cases: D. C. 
Hall Co. v. State Highway Commission 
(Docket No. 421) holds a foreign corpo- 
ration liable for motor vehicle registra- 
tion fees on a fleet of semi-trailers used 
in Texas. Riss and Company, Inc. v. 
Missouri (Docket 386) holds that for- 
eign corporations acting as common Car- 
riers must secure Missouri license plates 
for their tractor-trailer units operated in 
the state. A Tennessee statute requires 
motor vehicle dealers, salesmen, manu- 
facturers, etc., to be licensed (Ford 
Motor Co. v. Pace, Docket No. 431). * 





Florida 


needs to apportion Florida- 
Florida telegrams sent through Georgia 
only if they increased gross. To increase 
efficiency, taxpayer Western Union es- 
tablished a system whereby telegrams 
originating in Florida to be delivered 
in Florida are transmitted by way of a 
reperforator center in Atlanta, Georgia. 
The charge is based on the distance 
between the points of origin and de- 
livery, regardless of the distance actually 
traveled by the electrical impulses. ‘Tax- 
payer contended that the interstate com- 
merce clause requires that the tax be 
apportioned according to the mileage 
traveled within and without 
The held first that 
commerce is involved, since 


the state. 
court interstate 
“the elec- 
cross the 
It then rejected tax- 
payer’s apportionment formula because 
“there is nothing here to show that the 
gross receipts for transmission of intra- 
Florida messages are in any manner re- 
lated to the line mileage.” It held, how- 
ever, that taxpayer would be entitled 
to apportionment to the extent it could 
show “that the gross receipts derived 


trical impulses actually 


state line twice.’ 


from intra-Florida messages are in some 
manner increased because of . . . the 
Georgia reperforator system.” The case 
was remanded for further proceedings. 
Western Union Telegraph Co., Sp. Ct. 
Fla., 6/29/60. 


Dredging of Mobile Bay for United 
States is subject to Alabama license tax. 
Alabama required a license (and a li- 
cense tax) “to carry on the business of 
a contractor,” defining “contractor” to 
include ‘‘any person . who shall ac- 
cept an order for or contract to excavate 
earth, rock, or other material.” Tax- 
outside the state, entered into a 
contract United States for 
maintenance dredging of the navigation 
channel in Mobile Bay. Performance of 
the contract was supervised and ad- 


ministered 


payer, 
with the 


from taxpayer’s division 
office in Louisiana. Taxpayer resisted 
assessment of the license tax on three 
grounds: (1) the statute applied to ac- 
ceptance, not performance, and the state 
could not tax the making of a contract 
with the United States; (2) the state 
could not burden interstate commerce 
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or the activities of the Federal Govern- 
ment in maintaining avenues of inter- 
state commerce; and (3) the state could 
not the movement of the 
vessels used in the dredging operation, 
Federal 
maritime coasting licenses. The court 


impede 


since they had been issued 
held that the statute, “considered in con- 


nection with related statutes and the 
long-sanding administrative interpreta- 
tion, . . . requires a license on the per- 
formance of a contract and not just on 
its acceptance.” The court held the ap- 
plication of the tax not violative of the 
interstate commerce clause, since “the 
performance of the contract admittedly 
was wholly within Alabama territory,” 
the tax had only an incidental effect 
upon interstate commerce, and, inas- 
much as it applied equally to all such 
contracts performed within the state, 
the tax was not discriminatory against 
nonresidents. —The court rejected the 
Federal license argument as a variant of 
the preceding contention and also be- 
cause the statute did not seek to tax the 
the 
vessels. Standard Dredging Corp., Sp. 


Ct. Ala., 6/30/60. 


mere presence e€ or movement of 


Separate accounting method for unitary 
business rejected as “inherently incap- 
able.” Minnesota imposes an income tax 
on businesses carried on partly within 
the state. The portion of total income 
taxed depends normally upon the ratio 
of Minnesota sales, property, and pay- 
roll to out-of-state sales, property, and 
payroll. In some cases, however, the 
statute allows the Commissioner to au- 
thorize use of the. separate accounting 
method. Taxpayer contended that the 
Commissioner should have permitted it 
that since it showed 

much smaller 
Minnesota income for the years in ques- 


to use method, 


either losses or very 
tion. Taxpayer also contended that ap- 
plication of the three-factor method, be- 
income not attributable 


to its activities in Minnesota, deprived 


cause it taxed 


it of property without due process of 
law. Although the court seemed to be 
the 
Statute, the separate accounting method 


saying that, where permitted by 


should be used “if it more fairly reflects 
the portion of plaintiff's net income 
attributable to Minnesota,” it never- 
theless declared that it would not dis- 
turb the Commissioner’s decision unless 
unconstitutional. In upholding that de- 
cision, the court declared that a wide 


discrepancy in the results produced by 


the two methods “is not a vital factor,” 
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“ 


because “in multistate unitary opera- 
tions the separate accounting method is 
inherently incapable of accurately allo- 
cating income.” The court does not sug- 
gest what might be relevant factors. Wal- 
green Co., Sp. Ct., Minn. 8/5/60. 


Stock transfer tax unrelated to value 
upheld. Florida imposes a transfer tax 
on no-par stock of 10 cents per share 
regardless of value. The tax was assailed 
as violating due process and equal pro- 
tection clauses of the Constitution. The 
court upholds the tax. It is an excise 
privilege tax and as such need not meet 
the constitutional requirements of uni- 
formity and equality imposed on ad 
valorem taxes. This holding, the court 
notes, is in accord with the position 
taken in other states, notably New York, 
which had transfer taxes on par 
stock computed without regard to value. 
North American Co., Sp. Ct., Fla., 5/ 
11/60. . 


no 


not 
‘Tennessee 


Tennessee must follow statute, 
“realistic” formulas. The 
franchise tax on interstate gas pipeline 
companies requires a valuation of the 
capita, stock of the company and then 
an allocation of the value to Tennessee. 
Taxpayer contested both the valuation 
and the allocation. The valuation was 
made by capitalizing earnings at 6%; 
this rate, the company protested, was too 
low because it dealt in an expendable 
depletable commodity. The court finds 
that the company’s known reserves, good 
for about 21 years, make the possibility 
of exhaustion of little significance in 
fixing value now. The statute requires 
that the allocation of the total value 
to the state be done in the same ratio 
as gross receipts in Tennessee bear to 
total gross receipts. The tax commission, 
however, used earned gross receipts— 
by which it meant the amount earned as 
a unit of gas is transported a unit of 
distance. The court upholds the trial 
court in requiring the Commissioner to 
follow the statutory method. Texas East- 
ern Transmission Corporation, Ct. Apls., 
Ky., 6/17/60. 


Sales allocated to Kentucky; negotia- 
tions outside state were not at office 
owned by taxpayer. Taxpayer, a Ken- 
tucky corporation, allocated less than 
all its sales to Kentucky on the ground 
that those made through an indepen- 
dent company acting as its exclusive 
sales agent at offices outside Kentucky 
should be treated under Kentucky law 





as not allocable to Kentucky. The court 
holds, however, that sales can be al- 
located outside Kentucky only if they 
are made through an office owned by 
the Kentucky company; sales through 
an independent, uncontrolled company 
are not so allocable. The sales at issue 
here must be included as Kentucky sales 
in determining the fraction applied to 
total income to determine that taxable 
in Kentucky. Heaven Hill Distilleries, 
, Ct. Apls., Ky., 6/24/60. 


Transfer of partnership interest is held 
to be in contemplation of death. De- 
cedent and her son were equal partners 
in a partnership that operated a farm 
implement agency and an automobile 
agency. Simultaneously with the execu- 
tion of her will and less than three years 
prior to her death, decedent trans- 
ferred her partnership interest to her 
son. Her will provided for distributions 
equal in value to her partnership in- 
terest to her other three children. The 
Tax Court held that the transfers of the 
partnership interests were made in con- 
templation of death. The transfers con- 
stituted one phase of an integrated plan 
for the equal disposition of her estate 
among her four children. Goodman, 
TCM 1960-173. 


Municipality may not require license 
for distribution of natural gas which is 
terminal act of interstate transportation. 
Taxpayer was engaged in the business 
of distributing natural gas brought from 
other states. It entered contracts 
with industrial users under which these 
customers agreed to reimburse it for 
taxes paid. Taxpayer paid a municipal 
license tax and, upon refusal of re- 
imbursement, brought suit against two 
such customers, who defended on the 
ground that they had to reimburse only 
valid taxes and the city was without 
power to tax a distribution that was the 
terminal act of interstate transporta- 
tion. Taxpayer agreed that defendants 
should get credit for any recoupment of 
taxes paid. Thus, the applicability of 
the ordinance was in issue, whether or 
not the contracts were limited to valid 
taxes. The court rules that the case was 
properly before it even though the city 
was not a party and would not be bound 
by the decision. As there was no doubt 
that the gas came from other states, 
the question before the court was 
whether the gas became “separable from 
interstate commerce” at some point after 
entering the state. Two theories were 
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urged upon the court. The first, that 
the gas became separated from inter- 
sate commerce when it passed from 
jipelines owned by taxpayer into pipe- 





ines owned by the local distributor, was 
t jected as “not a sufficient separation, 
ifor to this point there has been no 
hange whatsoever in the commodity 


/ 


ing shipped.” The other theory was 

jthat a separation was accomplished by a 
eduction in pressure at a plant inside 
state but before entry of the gas 

| ito the city. This was rejected as not 
jbeing a sufficiently “realistic” separa- 
m, since “the gas . is moving all 
time” and “the flow is steady 
nd continuous.” The court holds that 

city could not “make the procure- 

| ment of a license a precondition of en- 
| in interstate within 
s jurisdiction.” In so doing, the court 


wing commerce 

| ints out that it is not dealing with a 

les tax, a use tax, Or a property tax, 

hich might be judged by other rules. 
Cement Co. v. United Gas Pipe- 
Co., CA-5, 9/2/60. 


Soliciting and promotion are “doing 
business” for income tax purposes. Tax- 
Delaware corporation, 
igaged principally in the manufacture 
plumbing, heating, air conditioning, 


ayer, a was 


nd similar fixtures and equipment. It 


iaintained an office in Virginia, from 
hich resident salesmen solicited orders 


m local wholesalers. Taxpayer did 
) manufacturing within the state and 
1intained no stock of goods there. All 
rders were accepted and filled from 
the The also 
illed upon prospective local users of 


utside state. salesmen 


xpayer’s products—such as _ heating 


mtractors, builders, architects, engi- 
ers, and occasionally consumers—to 
ncourage them to purchase the prod- 
cts from local wholesalers. The court 
iles that under these circumstances it 
vas “manifest” that taxpayer was “do- 

business” in Virginia within the 
leaning of the income 
Radiator & Standard Sani- 


Corp., Sp. Ct. Va., 9/2/60. 


tax statute. 


erican 


Georgia income tax on corporations 
vith profit-seeking activities in state 
ipheld. Georgia imposes an income tax 
corporation that “engages 
ithin this State in any activities or 
transactions for the purpose of financial 
rofit or gain.” Taxpayer, a foreign 
did no manufacturing, 
no stock of goods, and 
into no contracts within the 


every 


rporation, 
laintained 
ntered 





state. It did, however, maintain local 
offices, had a staff of resident salesmen, 
and processed within the state the 
orders that it filled from elsewhere. It 
contended that to subject it to the pay- 
ment of any income tax would violate 
the due process clause of the Georgia 
constitution. The court holds that there 
was no violation of due process, as the 
corporation was tapping the local mar- 
ket under the protection of the state. 
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“Stated differently,” it says, “a foreign 
corporation under our income tax 
Statute is not permitted to engage in 
income-producing activities within this 
State in competition with domestic cor- 
porations and at the same time escape 
payment of income tax to the very 
government which makes it possible to 
earn from such activities or transactions 
corporate profits. ” Owens-Illinois 
Glass Co., Sp. Ct. Ga., 9/8/60. 


New decisions on exem pt institutions 





*xCemetery exempt though part of pro- 
ceeds of sales went to other corpora- 
tions. [Non-acquiescence] A portion of 
the sales price of all lots, crypts, etc., was 
paid under contract by the cemetery 
corporation to the land company from 
which the land had been purchased and 
which had the 
However, since the charter required that 
all profit of the cemetery corporation 
be expended in improvement of the 


constructed cemetery. 


cemetery and no part go to private 
shareholders, the Board of Tax Appeals 
concluded that the cemetery is exempt. 
The Commissioner’s previous acquies- 
now withdrawn. Forest Lawn 
Memorial Park Ass'n, Inc., 45 BTA 
1091, non-acq. IRB 1960-40. 


cence is 


Exempt agricultural organizaiton taxed 
on unrelated business income from in- 
surance sales and building management. 
An exempt organization, formed for 
the advancement and improvement of 
agriculture, had among its purposes the 
promotion of wider insurance coverage 
among its members and other farmers. 
The organization wrote insurance poli- 
cies for several insurance companies, 
for which it received a flat fee. The or- 
ganization also managed an office build- 
ing for one of those insurance compan- 
ies. These activities are held to consti- 
tute the carrying on by the organiza- 
tion of a regular trade or business, since 
they are carried on with sufficient con- 
sistency to indicate a continuing pur- 
pose of the organization to derive funds 
from such activities. Since these activi- 
ties are not related to the exercise of 
the organization’s exempt purposes, the 
funds received from the conduct of these 
activities constitute unrelated business 
income subject to tax. Rev. Rul. 60-228. 


Contribution includes value of damage 
to retained land. The United States 
Government selected a portion of tax- 


payer’s land for the purpose of estab- 
lishing a Nike anti-aircraft missile site. 
Proceedings were commenced for con- 
demnation, and at the same time nego- 
tiations were undertaken looking to the 
sale of the site to the U. S. 
condemnation. 


in lieu of 
failure of the 
parties to agree on the value of the site 
for purposes of sale, taxpayer gave the 
site, together with easements 
over adjacent lands also owned by tax- 
payer, to the U. 
site would be 


Upon 


certain 


S. for as long as the 
used to launch anti-air- 
craft missiles. The parties stipulated in 
Tax Court that the conveyance was 
made as a contribution to the U. S. for 
exclusively public and nar- 
rowed the issue to valuation. The court 


purposes 


holds severance damages to adjoining 
property retained by the donor are in- 
cludable for purposes of ascertaining 
the value of that portion of taxpayer's 
property contributed to the U. S. and 
finds the value of the property includ- 
ing the easements to be $69,000. Klopp, 
TCM 1960-185. 


Relinquishment of right to select bene- 
ficiary not a charitable contribution. 
Taxpayer created a trust in 1952, the 
income of which was payable for 20 
years only to charitable organizations as 
selected by taxpayer. In 1954 taxpayer 
relinquished this right of selection as to 
90% of the 1957 income. He claimed the 
relinquishment was a charitable contri- 
bution. The lower court denied the de- 
duction and this court affirms. The right 
to select among charities was of slight 
value, if any. Its reliquishment was not 
in any event a payment of a charitable 
contribution. The court notes that the 
power to select among charitable bene- 
ficiaries is considered of such slight im- 
portance that the power does not sub- 
ject the grantor to taxation under Sec- 
tion 674 of the Code. Winthrop, CA-2, 
8/26/60. 
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When to disagree with the IRS: How 


a practical taxman plans his strategy 


by ROGER L. DAVIS 


At every stage in the development of a tax controversy the practitioner experienced 


dealing with the IRS is fully conscious of the strengths and weaknesses of his 


client’s case and takes a position only after the most careful consideration. Younger 


readers will profit from Mr. Davis’ counsels of caution and attention to the over-all 


tax position of the client; older readers will enjoy checking their own techniques 


ag 


ghar QUESTION 
contest this 


by an examining agent?” 
P, 5 


“Should this taxpayer 
adjustment proposed 
not 
(1) 
whether or not to disagree, and (2) if so, 
One is a 
question of the merits of the adjustment, 


is really 


one question but two questions: 


when and how to disagree. 
and the other is a question of the best 
strategy. 

We should first consider the decision 
as to merits. It is not possible to analyze 
and evaluate a contested issue without 
first having all salient facts. Secondly, 
there is required a clear appreciation of 
the Code, the Regulations, revenue rul- 
administrative 
randa that fix the Government’s position 


ings, and other memo- 
on the issue. 

More important is an examination of 
the recent cases bearing upon the issue. 

In many instances the case law will 
diverge from the Regulations (perhaps 
even from the Code). Many issues will be 
decided one way by the 


another 


Tax Court and 
of the 
occasion, 


way by most circuit 
there 
as three 


the same issue. 


courts of appeals; upon 


can be in existence as many 
rules of law bearing on 
the law 


Accordingly, one cannot know 


respecting an issue without knowing 
what the circuit court of appeals for the 
area has ruled upon the subject. 

If your facts are accurate and if you 
have all the facts and if you have ac- 
curately researched the law and evalu- 
ated the law correctly upon the facts, 
you will be able to assess correctly the 
relative strength of your position. 


All of us realize that there are pre- 


yainst the approach recommended by Mr. Davis. 


cious few areas of tax law that are all 
black or all white. The shades of gray 
may be measured in depth by a descrip- 
tion of percentage of accuracy. This 
percentage of accuracy should be de- 
termined with respect to the issue for 
the purpose of proceeding upon the 
ultimate question. Your position may 
weak and still be ac- 
curately valued as a 30% argument. It 
may be that your position will be strong, 
but you must acknowledge that the Gov- 
ernment still preserves a rational argu- 
ment and you may have a 70% position. 
In many cases, the issue may be so close 
as to merit a valuation of 50%, which is 
to say it could go either way. 

Upon occasion you will be prac- 
tically certain you are right and yet have 
to admit that one or two minor 
cloud your position; 


be admittedly 


facts 
or, perhaps, you 
are reasonably sure the Government is 
practically 
that there still remains something to be 
said for side. In these instances, 
you might assign respectve values of 
85%, or 90% and 10% or 15% 

Having arrived at an Keieement of 
relative strength on the merits, you then 
consider the practicalities. The first of 
these is the consideration of de mini- 
mus; this is another way of saying that 
a taxpayer cannot profit by spending 
hours of his time and paying for hours 
of a consultant’s time for small amounts 
of money. Perhaps no rule of thumb in 
this regard is controlling, but it is ob- 
vious that a $50 adjustment would not 
merit $50 worth of time, nor would a 


correct but you recognize 


you r 


$500 adjustment merit a potential $500 
worth of time. On the other hand, it 
would seem to be a harsh system that 
permitted a continuous series of small 
adjustments, which are conceded by tax- 
payers merely for expeditious monetary 
purposes. In any event, you will not 
wish to overlook the impracticality of 
vociferous opposition where the repair 
is more damaging than the injury. 
You will also wish to contemplate 
what I consider a scouting analysis. By 
this I mean a general observation of the 
taxpayer’s business situation, personal 
situation, the possibilities of other ques- 
tionable items upon the 


return not 


raised by the agent, and the ultimate; 


tax effect upon the taxpayer. This i 
best illustrated by a not uncommon 
situation of a taxpayer contesting ordi- 
nary income treatment of a capital gain 


transaction, only to discover later that| 


the Government then wishes to question 
the basis involved, which in some in- 
stances may prove difficult and expen. 
sive. Another example of this type of 
analysis is a depreciation adjustment. 
If disallowed now, it will be recovered 
later. The adjustment involves merely 
the interest factor in prepayment of tax. 
Another example of misstep that might 
be avoided by these considerations is 
protesting a relatively uncomplicated 
adjustment as to capitalization of a 
corporation. When the taxpayer con- 
tests, the Government, upon review, dis 
covers taxes owed by reason of a com- 
plex technical reorganization. My point 

“Look before you leap.” 

Other practical considerations cannot 
be omitted from consideration. If a 
merger or statutory reorganization is 
contemplated, there is some merit in 
conceding tax adjustments for the pur 
pose of presenting a clean business trans- 
action. Sometimes estate heirs and bene: 
are better off settling an estate 
in preference to starting a drawn-out 
contest over minor matters. 


ficiaries 


Caution plus risk 


I do not wish to be interpreted as say: 
ing that over-caution is wisdom. I raise 
the question of carefulness with the 
thought that, whereas safety is admir- 
able, calculated risk is sometimes essen- 
tial to produce results. By this I mean 
that there is no merit in automatic con- 
cession of all the Revenue Agent's at: 
justments merely because of a. slight 
hazard. 

Having reached the conclusion that 
the merits of the case require contest 
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and that extrinsic circumstances do not 
prohibit, it is then proper to consider 
ihe ways and means of disagreement. 
Preliminarily, it may be assumed that 
, Revenue Agent will try to tax all items 
before him. Accordingly, be- 
neath his friendliness and his congenial 
cooperation lies a hard conscientious in- 
tent to “protect the revenue.” If he 
finds a taxpayer agreeable, he may lean 


plac ed 


psychologically toward maximum adjust- 
ment on all items. If he finds a taxpayer 
too disagreeable during the course of 
the investigation, he may persist in posi- 
ve action to insure that the taxpayer 
loes not take advantage of the Govern- 
nent. Accordingly, during the investi- 
vation, it is best to adopt a patient, 
jlerant, uncommitted attitude pending 
the reaching of a conclusion by the 
went. If the agent’s conclusion is then 
easonable, it may be agreed with; if it 

unreasonable, it contested. 
[he safety play of this approach lies in 


may be 


nore expeditious termination of the 


nvestigation without unnecessary un- 


productive conferences. Moreover, not 
triving at a position on adjustment 
intil it is known what the adjustment 
s permits a much more thoughtful and 


curate analysis. 


Taxpayer’s choices 

When the agent comes to some con- 
usions and before he prepares his re- 
ort, he likes to have some indication 
the taxpayer’s position. It is at this 
oint that a preliminary decision on 
er-all must be 
iade. If it is reasonably certain that the 


merits and strategy 

xpayer will contest the adjustment, 
choices are not too numerous. 

|. Request an informal conference. 

2. Bypass informal conference and re- 

1est a 30-day letter. 

3. Upon receipt of the 30-day letter, 

rotest to the Appellate Division. 

1. Bypass protest and Appellate Divi- 
m conference and request issuance of 

itutory notice. 

5. Petition statutory notice to the Tax 

ourt. 

6. Bypass the statutory notice, pay, 

nd sue for refund. 

If the facts are indisputable and the 

w relatively certain in your favor, 

ur approach is easily determined. You 

the Revenue 

\gent of the law and, failing that, may 


in attempt to convince 


ttempt to convince the conferee and, 
ailing that, can reason the law with the 
are 
rect in your view of the law, you may 


\ppellate Division. If you cor- 


expect to dispose of the case by such 
conferences. 

In a case with disputed facts, it is 
difficult to anticipate quick disposition 
by conference because of the Govern- 
ment’s unwillingness to consider the 
possibility of the taxpayer’s testimony 
being accepted wholly. Nevertheless, 
some of these cases can be settled. Some- 
times one issue can be traded against 
another. Or a single issue can be settled 
on the basis of the hazards of litigation 
to both parties. However, in these cases, 
taxpayer’s counsel must weigh carefully 
the dangers of disclosing evidence in the 
light of the possibility that the case may 
go to trial. 

It is with those cases with disputed 
facts that conferences may be expected 
to produce little, that strategy becomes 
important. Certain issues contain within 
themselves a built-in litigation propen- 
sity, i.e., real estate sales for capital 
gains by a real estate dealer, unrepaid 
extensive long-term loans to a principal 
stockholder of a close corporation, and 
certain situations where intent is the 
controlling factor. In these cases, the 
taxpayer may well prejudice himself by 
full disclosure of his entire case because 
of the strategic disadvantage of permit- 
ting his Government adversary to antici- 
pate fully his every move. There are 
many taxpayers who have gone to court 
and discovered that the Government has 
seen fit to advise him of their full facts 
and full arguments for the first time at 
trial, and the tactical disadvantage upon 
trial is usually extremely prejudicial 
and shows its effect in lost cases. Accord- 
ingly, where settlement based on hazard 
of litigation will be required, there is 
little gained in a conference, and con- 
ferences 


the ulimate 


strength of the taxpayer’s position by 


may weaken 


reason of “tipping the hand.” 


Therefore, you may wish to secure 
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[Mr. Davis, a member of the Florida 
and Kansas Bars, was formerly employed 
of the Office of the Chief Counsel of 
the IRS. He now practices law in Fort 
Lauderdale, Florida. This article is 
based on a talk he gave to the Certi- 
fied Public Accountants 
County, Florida.] 


of Broward 





issuance of the statutory notice of de- 
ficiency without delay and_ procure 
disposition of the matter by trial to pre- 
serve your position. This procedure is 
not inherently perverse, since you are 
actually doing nothing but protecting 
yourself from some of the contingent 
disadvantages of unfruitful conferences. 

When speaking of action, therefore, I 
will summarize by stating that indis- 
putable cases should be routed through 
the conference procedure for disposition 
but that there is little to be gained and 
much to be lost by the same treatment 
of cases requiring actual trial for dis- 
position. In such litigation cases, the 
taxpayer’s best interest will ordinarily 
lie in “getting on with it.” 


Cenclusion 
The salient points are: 


are to do 
until you have made an intelligent an- 


1. Don’t decide what you 
alysis of the facts and law and after you 
know the issues. 

2. Don’t take 
have 


until 
reasonable 


any action you 


made an_ intelligent, 
factors that 


will influence the tax consideration. 


evaluation of the extrinsic 


3. Decide, as best how the 
will likely be 
achieved and route the case directly 


you can, 
most profitable result 
toward your desired result. 

Following these rules will enable you 
to close your cases quickly, with saving 
of time and money, and you will, with 
least risk, be giving your clients compe- 
tent professional service. % 





*Recorded crediter’s liens subordinated 
to prior recorded Federal tax liens al- 
though the criginal period cf limita- 
tions had lapsed. This suit was brought 


by the Federal Government to obtain 


personal judgments against the tax- 
payers and to foreclose liens on certain 
real estate. The only persons who ap- 
peared and filed answers were third 
parties; one held a mortgage on the 
property involved and the other was the 


purchaser of state and local tax liens 


imposed on the property. The original 
tax liens had expired prior to the date 
that the third parties acquired their 
respective interests in the property, but 
the taxpayers had executed Tax Collec- 
tion Waivers, agreeing that the amount 
of their unpaid income taxes might be 
collected “by distraint or by a proceed- 
ing in court” for a period of time after 
this suit was filed. The third parties con- 
tended (1) that the lien had expired 
prior to the date that they acquired their 
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respective interests in the property and 
that of time to collect 
taxes does not, ipso facto, constitute an 
of liens against property 
owned by the taxpayers; (2) that even if 
the extension did extend the lien, the 
of the Government to file the 
extension and place third parties on 
notice invalidated the lien as against 
recorded lienors; and (3) that the Gov- 
ernment was guilty of laches in allow- 
ing an unreasonable time to elapse be- 
fore commencing suit, thereby allowing 


the extension 


extension 


failure 


accrued interest to wipe out any sur- 
plus that would otherwise be available 
to third parties. This court holds in 
favor of the Government. The duration 
of the tax lien is the duration of the 
tax liability, and the execution of the 
waivers by the taxpayers served to ex- 
tend the lien on the property. The pur- 
pose of allowing extensions is to enable 
taxpayers to seek compromises or to 
the and it 
would be unduly harsh to preclude the 
Government asserting a 
against property of the taxpayers at the 
end of a six-year period when it had 
allowed a longer period of time to the 
taxpayers to make installment payments 
on their obligation. The original notice 
was sufficient, since parties dealing with 


make necessary payments, 


from lien 


the property are charged with notice of 
the recorded lien, and any inquiry di- 
rected to the Commissioner or the Dis- 
trict Director will produce advice on the 
status of the lien. Laches was no bar 
since the execution of the waivers ex- 
tended the statute of limitations for the 
period specified. The objecting third 
parties were not in a position to assert 
laches or estoppel because they were 
not justified in relying on the Govern- 
ments’ failure to foreclose. Their pre- 
dicament was the result of their own 
laxity in searching the records. Herman, 


DC N. Y., 7/27/60. 


Section 722 claim does not open other 
EPT issues. Taxpayer, an automobile 
manufacturer, filed timely applications 
under 1939 Code Section 722 seeking a 
refund of EPT taxes for 1942-1945 based 
upon a change in its base period net 
income. In 1955 taxpayer filed a peti- 
tion with the Tax Court for a redeter- 
mination of its EPT for the years 1942- 
1945 under Section 721 on the ground 
that its abnormally high excess profits 
tax income was due to research and de- 
velopment. Taxpayer argued that the 
earlier Section 722 


144 


claims held open the 
entire question of its EPT for the years 


December 1960 


in question. The Tax Court rules that 
the earlier claims tolled the statute only 
as to overpayments resulting from the 
specific grounds set forth in the original 
Section 722 claim, not as to new matter. 
May Broadcasting Co. (33 TC 113) is 
cited. The Overland Corporation, 34 TC 
No. 105. 


EPT assessment barred by statute of 
limitations. The Tax Court bars the 
assessment of a deficiency asserted by 
the Commissioner for the first time in 
his answer to a petition filed with the 
Tax Court based on the disallowance of 
taxpayer’s Section 722 claim. The Com- 
missioner’s claim is untimely, since it 
was barred by the statute of limitations 
when he filed the notice of disallowance 
of the Section 722 claim. The Overland 
Corporation, 34 TC No. 105. 


No injunction against assessment. A 
90-day letter was sent to taxpayer’s last 
known address, although he was not in 
fact living there. The assessment based 
on this notice is, the court holds, valid. 
There can be no injunction against the 
assessment even if it is a hardship on 
taxpayer. Bergfeld, DC Tex., 8/5/60. 


Mitigation provisions do not apply once 
litigation becomes final. In 1938 tax- 
payer’s wife gave her notes to a bank, 
receiving certain notes of her husband 
held by the bank. In 1946 taxpayer's 
brother, with funds furnished by tax- 
payer and his wife, purchased the wife’s 
$100,000 note for $50,000. Neither tax- 
payer nor his wife reported the $50,000 
in their separate returns as income (for- 
giveness of debt), and the Commissioner 
asserted separate deficiencies against 
them. The Tax Court held that the tax- 
payer’s wife realized income but that 
taxpayer did not. Taxpayer’s wife ap- 
pealed; the Commissioner did not. The 
Court of Appeals reversed the Tax Court 
and, held that taxpayer’s wife did not 
realize income. In 1957, after the statute 
of limitations had run, the Commissioner 
mailed a notice of deficiency to tax- 
payer, again determining that he had 
realized $50,000 income. The Commis- 
sioner relied on Sections 1311-1315 of 
the IRC of 1954, which mitigates the 
effect of the statute of limitations in 
certain cases. This court holds that, even 
if it is assumed that the decision in the 
wife’s case implied the husband was 
taxable, Congress did not intend that 
the mitigation provisions apply to a re- 
turn already litigated. The Commis- 





sioner could have appealed the Tax 
Court determination in favor of the tax- 
payer. Bradford, 34 TC No. 106. 


And/or is English; deficiency notice 
using it is valid. Taxpayer contended 
that the use of the phrase “and/or” in 
his statutory notice of deficiency ren- 
dered the notice void because the phrase 
was not part of the English language. 
The court disagrees and concludes that 
the notice adequately informed taxpayer 
that a deficiency in his income tax had 
been determined. Katz, TCM 1960-200. 


Wife's interest in jointly owned prop. 
erty not liable for husband’s taxes. In 
1950, the husband, by gift, deeded cer- 
tain property to himself and his wife 
as tenants by the entirety. In 1952 and 
in subsequent years, income taxes and 


penalties were assessed against the hus. | 
band and wife jointly, the husband in- | 


dividually, and certain business entities 
owned and controlled by the husband 
and wife. From December 1955 through 
December 1957 the District Director col- 
lected rents from the tenants of the 
property and applied the amounts col- 
lected to the tax: liabilities. On July 3, 
1957, the District Director levied on the 
interest of the husband on the real prop- 
erty in question. This court holds that 
the wife is entitled to an accounting by 
the District Director of the rents col- 
lected from the property. The corporate 
taxes of the husband’s company were 
properly collected by lien against the 
income of the property because a power 
of attorney executed by the wife author- 
ized the collection by the District Direc 
tor. One-half of the balance should be 
applied to the individual obligation of 
the husband and one-half refunded to 
the wife. Under Alaska law, each of the 
tenants is entitled to one-half of the in- 
come from the property. The District 
Director could foreclose the lien against 
the remaining unpaid taxes of the hus 
band against the interest of the hus- 
band only in the property, subject to 
the right of survivorship of the wife in 
the property. Pilip, DC Alaska, 9/14/60. 


Widow liable as transferee, though her 
liability on joint return had ended. Tax- 
payer had signed a joint return with 
her husband, now deceased. After the 
statute of limitations had run on parties 
primarily liable but before it had run 
on transferees, the Commissioner at- 
tempted to assess the tax against her on 
the theory that she was the transferee 
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assets of husband’s estate. The 
court held that the statute of 
limitations bars the assessment on the 


of the 


district 


ground that a party who is primarily 
liable cannot also be liable as a trans- 
the The Tenth 
Circuit Court reversed. Transferee lia- 
bility imposes no personal liability. It 


feree for same taxes. 


is a proceeding in rem against the prop- 
the transferee received from the 
transferor. Taxpayer was liable as trans- 
feree of property in which her deceased 
husband’s creditors had an 
the 


erty 


interest be- 
transfer resulted in his in- 


solvency. Floersch, cert. den., 10/10/60. 


1USC 


Taxpayer did not prove refund claim 
filed. Taxpayer alleged he filed refund 
laims for two years on the same issue, 
but the Government had only one year’s 
laim on file. The CPA who prepared 
he claims testified as to the preparation 
ut was not able to state unequivocally 
hat both filed. 
ears from taxpayer’s partners, involved 
file. The 
Court of Claims held, with one dissent, 
failed to 
uurden of proof that the second claim 


were Claims for both 


the same issue, were on 


hat taxpayer had carry his 


1s timely filed and disallowed the re- 
Rosengarten, cert. den., 10/10/60. 


und 


IRS details computation of interest sub- 
ject to special rules. In a lengthy rul- 
ing the IRS lists and explains all the 
situations in interest on over- 
assessments or deficiencies is computed 
under methods other than the general 
rule. Of widest concern to practitioners 
perhaps are the illustrations relating to 
offsetting deficiencies 

ments. Rev. Proc. 60-17. 


which 


and _ overassess- 


Informal determination for PHC tax 
not a determination for mitigation. 
The Code permits a personal holding 
company to pay dividends in a year lia- 
bility for tax is found and have them 
treated as though paid in the year at 
issue. These deficiency dividends are 
allowable when a determination estab- 
lishes the liability for PHC tax. Ori- 
ginally such a determination could be 
made only by the courts or through a 
formal The 1954 
Code added the provision that such a 
determination 


closing agreement. 
be an_ informal 
one under specified procedures. The 
question now raised is whether a de- 


could 


under this new informal 
procedure (Section 547(c)(3)) has the 
same effect as a final closing agreement. 
The IRS rules it does not. Its own legis- 


termination 
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lative history and the analogy with the 
mitigation of statute of limitation sec- 
tions show hat it is not. Rev. Rul. 60- 
287. 


Attorneys charging lien superior to 
prior recorded Federal tax lien. Popkin 
was an attorney who represented the 
Garvin Co. The Government 
withholding taxes for 1957 
against the Garvin Tool Co. and re- 
corded tax liens on May 22, 1958. The 
services performed by Popkin were sub- 
sequent to the filing of notice of tax 
liens. The attorney was successful in se- 


Tool 
assessed 


curing a judgment of approximately 
$800 to the Tool Co. 
would not otherwise have been entitled 
except for the efforts of the attorney. 
The attorney had already received $450 
from the judgment proceeds. This court 


which Garvin 


finds that the $450 was adequate com- 
pensation for services rendered in re- 
covering the $800 judgment and, thus, 
that the attorney was not entitled to the 
$400 paid into the registry of the court. 
The decision that the 
subsequent charging lien of the attorney 
would otherwise have been superior to 
the prior recorded Federal tax lien. 
Popkin, DC Mich., 8/16/60. 


states, however, 
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Parents working for children come 


under SS; other changes in law 


OF GREAT IMPORTANCE to 
in the 


Services 


A CHANGE 
& family 


omnibus tax 


business was made 
bill H.R. 12580. 
performed by an individual in the em- 
(this does 
service in a pri- 


ploy of his son or daughter 


not include domestic 
vate home) will come under Social Se- 
after 1960. The service 


must be in the course of the employee's 


curity coverage 


trade or business. 

Another change affecting many people 
is the revision of the limit on earnings 
a Social Security pensioner may receive. 
At the present time a beneficiary loses 
a month’s benefit for each $80 or frac- 
tion thereof by which his earnings ex- 
ceed $1,200. Beginning January 1, 1961: 

If the beneficiary earns $1,200 or less 
a year, no benefits will be withheld (just 
as under prior law). 

If the beneficiary earns between $1,- 
200 and $1,500, $1 in benefits will be 
withheld for each $2 in earnings above 
$1,200. 

If the beneficiary earns more than 
$1,500, $150 will be withheld first (earn- 
ings between $1,200 and $1,500 = $300 
and half of such earnings is $150), and 
$1 in benefits will be withheld for each 
$1 in $1,500. For 
ample, if individual earns $1,800, 
$150 will be withheld (see above) plus 
$300 (dollars earned between $1,500 and 
$1,800) or a total of $450. 

As is now the case, 


earnings above ex- 


an 


no benefits will be 
withheld for a month in which the bene- 
ficiary earns $100 or less in wages or self- 
employment, benefits will be 
withheld if the beneficiary is 72 or over. 
In addition to the inclusion of parents 
their children, 
changes in coverage were: 
Ministers. 


and no 


employed by other 
The option of ministers to 
elect Social Security coverage expired 
on April 15, 1959. Now, ministers who 
have not elected coverage may do so if 
they file certificates by April 15, 1962. 
In addition, under certain conditions a 


minister who has elected coverage be- 


ginning with the first taxable year after 
1956 would be allowed to file a supple- 
mental certificate making his original 
certificate effective beginning with the 
first taxable year ending after 1955. 

Non-profit organizations. Coverage of 
present concurring employees is con- 
tinued, and future new employees who 
concur are eligible for coverage. The 
concurrence of two-thirds of present em- 
ployees of a non-profit organization no 
longer is required. 

State employees. Various amendments 
improve Social Security coverage of state 
and local government employees. 
include retroactive coverage (under cer- 


These 


tain conditions) for as much as five years 
and permission for several states to ex- 
tend coverage to certain employees. 

Employees of foreign governments. 
Coverage is provided as self-employed 
individuals for American citizens work- 
ing in the United States for foreign gov- 
ernments, wholly owned foreign gov- 
instrumentalities, 
national organizations. 

Changes were made in the coverage 
of the disabled. Perhaps the most im- 
portant the removal of the age 
limitation. Previously, workers under 50 
could not qualify. Now all who are dis- 
abled as defined by the law may qualify. 

There were also a considerable num- 
ber in eligibility rules for 
such as children’s benefits 
status of stepchildren. 


ernment and _inter- 


was 


of changes 


items and 


New decisions 





Hospital patient, working as gardener 
as part of his therapy, is an employee. 
The work therapy department of a 
state hospital which placed certain of 
its patients in part-time jobs to assist in 
their rehabilitation found a job for one 
patient as a gardener and handyman at 
a private residence. The homeowner fur- 
nished the patient with all of the tools, 








machinery and equipment necessary to 
carry out his duties, and the homeowner 
had the right to instruct the patient in 
the performance of his duties within 
the framework of the hospital’s regula- 
tions. Payment for the patient's services 
was made directly to the hospital on 
his behalf. The IRS rules that the home. 
owner exercised or had the right to exer- 
cise the degree of direction and control 
over the patient’s activities to meet the 
usual common law test of the employer- 
employee relationship. Further, the 
services rendered by the patient were 
domestic services within the meaning of 
the FICA regulations, so that home. 
owner is responsible for FICA tax liabil- 
ity in any quarter in which he paid 
cash wages of $50 or more to or for 
the use of the patient. There was no 
liability for withholding income tax or 
Federal Unemployment Tax Act contri- 
butions since the services constituted 
domestic services. However, the amounts 
paid for the patient’s services are in- 
cludable in his gross income as compen- 
sation for services. Rev. Rul. 60-149. 


Injunction denied corporate officers re- 
sisting collection of unpaid withholding 
taxes. The District Director assessed and 
filed liens against the officers of a corpo- 
ration for failure to remit withholding 
and Social Security taxes. The corporate 
officers argued, first, that the assessment 
was invalid since no 90-day letters were 
served on them in accordance with the 
mandate of Section 6212(a). The court 
holds that 90-day letters are not re. 
quired for the assessment of withholding 
and Social Security taxes. 

Nor would the court enjoin collec- 
tion of the assessment. A court will en- 
join assessment and collection where 
the taxpayer shows that (1) the alleged 
tax is illegal and (2) there are special 
and extraordinary circumstances sufh- 
cient to bring the case within some 
acknowledged head of equity jurispru- 
dence. The corporate officers, in this in- 
stance, failed to show that they came 
within either of the two requirements. 
Botta, DC N. Y., 7/27/60. 

In a separate suit arising out of the 
same controversy, another corporate 
officer challenged the propriety of 
the assessment on the grounds, first, that 
he was not an active officer of the corpo 
ration and, second, that the assessments 
were made after the applicable statute 
of limitations had expired. This court 
dismisses the corporate officer’s com- 
plaint because there was no showing of 
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legality or irreparable damage to him. 
In addition to the illegality of an exac- 
ion in the guise of a tax, there must 
xist special and extraordinary circum- 
tances sufficient to bring the case within 
ome acknowledged head of equity juris- 
jprudence, and the allegation of damage 
) reputation is not sufficient. Lipsig, 
DC N. Y., 7/27/60. 





| 


Employer may not withhold less than 
prescribed amount, regardless of fact 
that employee’s tax liability is less than 
mmount to be withheld. An employee 
jwas required by a divorce decree to as- 
ign a part of his salary to his ex-wife 


ents directly to the ex-wife. Since 

jose payments would be deductible to 

ie employee as alimony, the amount of 

ithholding the employer was required 

) make would be far in excess of the 

Li cloyed's ultimate tax liability. The 
Service takes the position that the with- 
iiding system is merely a method of 

ix collection and not a tax itself. Thus, 
employer must withhold the amount 


| salimony, and his employer made pay- 
] 


escribed by the withholding tables on 


Diversion of corporate funds fraudulent. 
of the bank deposit and cash ex- 
nditures method for reconstructing in- 
me is proper where the evidence estab- 
hes that taxpayers, as the sole share- 
ders of a corporate auto dealership, 
iled to report substantial amounts 
presented by payments of corporate 
ounts receivable and payments made 
finance companies from dealer re- 
rve accounts maintained for the cor- 
ation. These payments were not re- 
ded on the corporate books but were 
erted to the use and benefit of the 
ndividuals. The fraud penalties and 
penalties for failure to file declara- 
estimated tax sustained. 


er, TCM 1960-205. 


ns of are 


Failure to file returns does not of it- 
elf constitute fraud. The Commissioner 
fraud 
nalties against taxpayer for his failure 
) file tax returns for 1946-1953 and for 
943-1944. Although taxpayer admitted 
file 1946-1953, he 
laimed he did file for the earlier years. 


serted deficiencies in tax and 


failure to for 
But as his only proof of such filing were 
me scraps of papers containing some 

his figures for 1943, the court finds 
ie failed to meet his burden of proof 





the salary paid to the employee, in- 
cluding the portion paid directly to the 
ex-wife. It is of no consequence that 
the employee’s tax liability will be sub- 
stantially less than the amount with- 
held by the employer. There is no pro- 
vision of law permitting the withhold- 
ing of an amount less than that pre- 
scribed by the withholding tables. Rev. 
Rul. 60-220. 


Corporate president not liable for with- 
holding penalty. The president and 
treasurer of a corporation devoted all 
his time to its mining operations. Al- 
though he signed all checks, he relied 
on the bookkeeper to take care of finan- 
cial obligations. The court finds that he 
knew in a general way that the with- 
held tax liabilities to the Government 
had not been paid but that this knowl- 
edge alone did not constitute “willfull- 
ness,” on which the 100% penalty is 
based. The court does not interpret the 
penalty provision to require a moral 
wrong, yet it finds there was no con- 
scious act to avoid payment. Wiggins, 
DC Tenn., 9/22/60. 


New fraud and negligence decisions 





that he did file the returns. The court 
also finds the Commissioner failed to sus- 
tain his burden of proving fraud for any 
of the years involved. A failure to file re- 
turns is not in itself proof of fraud. Tax- 
payer’s records, although 
were not the kind normally associated 


incomplete, 


with fraud, even though they may have 
justified a charge of gross negligence. 
Hanlon, ‘TCM 1960-180. 


Fraudulent intent evidenced by conduct. 
Fraud penalties are held properly im- 
posed against a taxpayer who had under- 
stated stationery business income and 
had omitted substantial interest income. 
The court finds adequate confirmation 
of fraudulent intent from taxpayer’s 
failure to cooperate in the examination, 
his withholding of information from his 
own and the 
of an undisclosed bank account. Granat 


Estate, TCM 1960-171. 


accountant, maintenance 


Representation by taxpayer’s attorney 
permitted. The Government filed a peti- 
tion asking (1) that a writ of attachment 
be issued notifying the United States 
Marshal to bring the taxpayer’s em- 
ployee before the court to show cause 
why she should not be held in contempt 
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for failure to comply with the Commis- 
sioner’s summons, and (2) that the court 
issue its orders that the attorneys repre- 
senting the employer be excluded from 
the taking of the employee’s testimony. 
The employee had responded to the 
summons of the Commissioner and ap- 
peared as required therein, but the 
agents refused to permit her to be repre- 
sented by counsel of her choice because 
the same persons were also counsel of 
her employer. The court upholds her 
right to choose, as counsel, the counsel 
for her employer. Danielson; Richards, 
DC Iil., 5/23/60. 

Undeposited cash on hand for net 
worth computation redertermined. In a 
supplementary opinion, after a Rule 50 
hearing, the court amends its original 
finding involving undeposited cash on 
hand at the beginning and end of a net 


worth computation period. Tehan, 
TCM 1960-176. 
Restaurateur’s income adjusted; lax 


bookkeeping methods do not justify 
negligence penalty. Taxpayer was a 
principal stockholder and employee of 
a restaurant and also operated three 
other restaurants as individual pro- 
evidence of 


commingling of items relating to differ- 


prietorships. There was 
ent enterprises as well as the personal 
affairs of taxpayer. On a series of factual 
issues, the court finds among others 
that: (1) salary income of taxpayer was 
understated to the extent of the differ- 
ence between the amount stated in the 
corporate ledger and the amount re- 
ported on his return; (2) taxpayer re- 
ceived additional income by virtue of 
payments made by one of the restau- 
rants to others on behalf of taxpayer; 
and (3) the cost of meals at the restau- 
rant eaten by family members could 
not be included in cost of goods sold. 
The court also applied the Cohan rule 
in determining the amount of deducti- 
ble legal Al- 
though the business books indicated that 


and auditing expense. 
payments for legal and auditing ex- 
penses were made by check, and there 
was evidence that the payments were 
avail- 
able. In spite of the lax bookkeeping 
methods, the court concludes, after con- 


made, no canceled checks were 


sidering taxpayer's business experience 
and education, that no part of the de- 
ficiency is due to negligence or inten- 
tional disregard of rules and Regula- 
tions of the Service. Calamaras, TCM 
1960-201. 
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Tax laws discourage American 
purchase of foreign stocks 


THE INTERMESHING of U.S. and foreign 
taxes on dividends from foreign com- 
panies discourages most mutual funds 
and all but wealthy individuals from 
buying European securities. Particularly 
burdensome is the British system which 
deducts tax of 38.75% from 
dividends paid out to individual stock- 
holders. Since a U.S. credit for foreign 
income tax is allowed only to the ex- 
tent of the average U.S. tax on that 
income, individuals paying U.S. tax of 
less than an over-all 38.7% don’t re- 
ceive a full credit for the British tax. 
That average rate is borne by married 
taxable 


income 


taxpayers with incomes of 
$44,000. 

A recent report by the New York 
correspondent of the well-known British 
magazine The Economist blamed much 
lack of interest in 
European securities on the tax struc- 
United States and of the 


European countries. 


of the American 


tures of the 
In the Continental countries, an indi- 
vidual American investor has somewhat 
because the taxes on 
less: none in the 
Netherlands, 15% in France and Italy, 
25% in Germany, and 30% in Belgium. 
These taxes, like the 38.75% withheld 
on British can be credited 
against U.S. income tax and it takes 
only an income of $7,500 to absorb the 
full credit of 15%. 
The mutual funds, 


more incentive 


his dividends are 


secur ities, 


The Economist's 
correspondent pointed out, feel the full 
impact of the British withholding tax 
because, paying no tax in their own 
right, the funds have no way to benefit 
from the credit allowed to individuals. 
From the shareholder’s point of view, 
the British tax would be a burden which 
only exceptional growth securities could 
justify. The one small concession which 
the U.S. makes to mutual funds invest- 
ing 50% or more of its funds abroad 
is to permit them to pass on to their 
shareholders the foreign tax credits. As 
yet, only a few small funds make use of 
this provision and it is unlikely more 





k 


would do so even if the percentage were 
lowered to 25. Most funds would not 
want even that proportion of their port- 
folios in foreign issues. 

Pension funds, college endowments, 
and charitable trusts exempt from U.S. 
taxation are nevertheless subject to full 
withholding in Britain and to income 
tax in the Continental countries on their 
respective stocks. Like most of the 
mutual funds, they receive no benefit 
from the allowable tax credit and there- 
fore have made few foreign stock 
purchases. American charitable organi- 
zations would like to be accorded the 
same exempt status enjoyed by similar 
institutions organized abroad, but so 
far neither the British nor European 
authorities have made any move in this 
direction. tr 


New decisions 





*New holding period of pre-war German 
bonds started before U. S. trading 
began; Rev. Rul. not followed. Taxpayer 
owned German bonds in 1940. Under 
the war-loss provisions of the Code, the 
bonds were considered destroyed at the 
beginning of the war. Several years 
after the war, the German government 
validated the bonds and assumed liabil- 
ity for them. Upon a later exchange of 
the bonds, taxpayer realized a gain. 
The question before the Tax Court is 
whether it was long or short term. The 
answer depends on the date the bonds 
are considered recovered under the war- 
loss provisions. Since date of recovery 
is not specified in the statute, the Tax 
Court decides it means the date of recog- 
nition of the debt by the German gov- 
ernment. This occurred well before the 
date trading in these bonds was author- 
ized by the SEC, which was the date 
specified in Rev. Rul. 54-501 and the 
date contended for by the Commissioner 
in this case. Dix, 34 TC No. 85. 


Foreign exchange loss on repayment of 
old debt is not deductible. In 1938, tax- 
payer, then a resident and subject of 
Great Britain, lent money (in pounds) 


to a British corporation. In 1952, tax- 
payer, then a resident of the U. S., re. 
ceived repayment of the loan in pounds 
of depreciated value. Taxpayer claimed 
a foreign exchange loss based upon the 
difference in exchange rate of pounds 
and dollars in 1938 and 1952. The Tax 
Court disallows the deduction. The debt 
was paid in full, as petitioner concedes, 
The loss would be deductible to an in. 
dividual only if resulting from a casualty 
or sustained in a trade or business or in 
a transaction entered into for profit. 
This was not a collateral transaction in 
foreign exchange integrated with busi- 
ness operations. Bohm, 34 TC No. 97. 


Nonresident alien owner of agent-man.- 
aged rental property is in business here. 
Taxpayer, a nonresident alien living in 
Switzerland, owned rental property here 
managed through agents. He claimed 
that he was not engaged in trade or 
business in the United States and so not 


taxable on capital gains, since he was | 


not present in the U. S. The Commis. 
sioner determined he was engaged in 
business here and so taxable on all in- 
come from U. S. sources. The Tax 
Court follows Lewenhaupt (20 TC 155, 
aff'd 221 F.2d 227) in holding that the 
ownership of rental property, though 
managed through an agent, is engaging 
in business. Executing leases, collecting 
rents, supervising repairs, etc., all of 
which taxpayer’s agent did, are more 
than mere collection of income. The 
court distinguished Neill (46 BTA 197) 
and Herbert (30 TC 26), in which the 
properties were rented under long-term 
leases to a single tenant who was com- 
pletely responsible for operations. De 
Amodio, 34 TC No. 92. 


Whaling venture was not business in 
the U. S.; Tax Court finding affirmed. 
The taxpayer, a Panamanian corpora- 
tion, participated in a fishing expedition 
for sperm whales and the production of 
sperm oil off the western coast of South 
America. In order to obtain a boat, it 
assumed the charter party obligations of 
a U. S. corporation. The contract be- 
tween the U. S. corporation and the 
taxpayer provided that in consideration 
for assuming all the obligations of the 
domestic U. S. corporation under the 
charter party and agreeing to organize, 
equip, and manage the whaling expedi- 
tion, taxpayer was to receive the pro- 
ceeds received by the U. S. corporation 
from the sale of the sperm oil, after de- 
ducting $25,000 and certain expenses in- 
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urred by the U. S. corporation in the 
sale and delivery of the oil. Taxpayer 
no offices the United 
States and was not qualified to do busi- 
| 1ess in any state. It maintained a bank 

ccount in the United States but had no 
lemployees in the United States. The 

yard of directors held meetings in the 
States for the convenience of 
The Tax Court found that 
| he taxpayer was a foreign corporation 


naintained in 


| United 


rectors. 


jot engaged in a trade or business with- 
n the United States and that its gross 
ncome from the sperm oil expedition 
not subject to United States tax. 
| This court affrms, holding that the find- 
» of the Tax Court must be accepted 
| here it is not clearly erroneous. Sperm- 
Whaling & Shipping 
1CA-6, 8/10/60. 


Company, 


Trip to settle family in U. S. doesn’t 
lend foreign residence. [Acquiescence]| 
ider the Code, U. S. 
ona fide residents of a foreign country 


citizens who are 


in entire taxable year may exclude 
\pensation for personal services per- 
rmed outside of the U. S., 
the U 
136 to 1946, taxpayer, a U. S. 


unless paid 
. S. or one of its agencies. From 
citizen, 
the master of a cableship operating 
foreign waters. During that period 
; family resided in Peru. In 1946, tax- 
r moved his family to the U. S. so 
his children could obtain higher 
ucation. Taxpayer remained in the 





S. for a few months, until his family 
s settled in their new home, and then 
rned to his former duties and area 
He intended that his 
nily rejoin him in South America 


operations. 


on the completion of his children’s 
On the 
yurt decided that taxpayer was at all 


lucation. these facts, Tax 
es a bona fide resident of a foreign 


intry and, as such, he is entitled to 
ude his foreign income. Hack, 33 


'C No. 124, acq., IRB 1960-31. 


Fraud and delinquency penalties erron- 
eously assessed against a resident of the 
Dominican Republic. The United States 
rought suit to foreclose liens against 
xpayer who was born in Puerto Rico 


was an American citizen by virtue 
1917. 


er was domiciled in the Dominican 


the Organic Act of The tax- 
tepublic during the tax years in ques- 
on. The court holds that fraud penal- 
s were erroneously assessed against the 
xpayer and that his failure to file re- 
urns was due to reasonable cause and 
ot due to willful neglect because it 





was not until 1950 that any Puerto 
Rican paid any Federal income tax and 
a tax expert informed him that he was 
not liable for Federal taxes. Rexach, DC 
Puerto Rico, 7/5/60. 


Rental real property not a permanent 
establishment here; dividends taxed to 
nonresident alien under treaty. The 
Tax Court first decided that taxpayer 
was engaged in trade or business in the 
United States because he owned rental 
property here managed by an agent. He 
would, therefore, be taxable at the same 
rates as citizens on income from U. S. 
sources. However, taxpayer argued that 
he was a resident of Switzerland and 
that the tax should be reduced under the 
U. S.-Switzerland Convention, limiting 
the tax on dividends if the Swiss has a 
permanent establishment in the United 
States. The court finds that taxpayer 
was a resident of Switzerland but that 
he does not qualify for relief because 
the rental properties are not a perman- 
ent establishment in the United States, 
as that phrase is used in the treaty. The 
Convention and the Regulations under 
it define permanent establishment as 
an Office, factory, workshop, or other 
fixed place of business for the active 
conduct of a business enterprise. Deal- 
ing through an agent or broker is not 
the establishment contemplated by the 
Convention. De Amodio, 34 TC No. 92. 


Foreign tax credit fractional limit con- 
fined to 
U. S. citizens residing in Mexico, re- 
ceived salaries of $22,000 from a Mexi- 
can corporation and $20,000 from U. S. 


taxable income. Taxpayers, 


corporations. Since taxpayers performed 
some of their services in Mexico, only 
$9,500 and $8,500 respectively were sub- 
ject to U. S. tax. Taxpayers also had 
other income from U. S. sources totaling 
$12,000. They paid an income tax of 
$3,000 to Mexico on the salary received 
from the Mexican corporation. No de- 
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ductions from income were 
claimed, so adjusted gross income and 
net income were the same. Under the 
1939 Code, a credit was allowed for taxes 
paid to country but was 
limited to a fraction (net income from 


foreign sources over entire net income) 


gross 


a foreign 


of U. S. taxes. Taxpayers here used the 
fraction of $22,000 (total foreign in- 
come) over $54,000 (taxpayers’ entire in- 
come both foreign and U. S&S. 
sources). The Commissioner argued that 
the fraction should be $9,500 (taxable 
foreign income) over $30,000 (total tax- 
able income). The Tax Court 
with the Commissioner. The court 
points out that the purpose of the credit 
is to mitigate double taxation and that 


from 


agrees 


this purpose is achieved by limiting the 
of taxable income. 
[The 1954 Code provides that the frac- 
tion shall be taxable income from for- 


fraction to items 


eign sources over entire taxable income. 
—Ed.| Duke, 34 TC No. 79. 


Place of loss determines whether in- 
surance is from Western Hemisphere. 
A Western Hemisphere corporation in- 
quires whether a reimbursement from a 
U.S. insurance company for goods lost 
in shipment between the U.S. and Cuba 
affects the determination of whether the 
gain on the transaction was income from 
sources without the United States. The 
IRS rules that situs of the goods deter- 
mines the place of loss and the source 
of the 
company is irrelevant. Rev. Rul. 60-278. 


of income; residence insurance 


Entry of horse in one race isn’t setting 
up permanent establishment. The entry 
of one horse in a race in this country 
is not, the IRS concedes, a permanent 
establishment making the nonresident 
owner subject to tax on winnings. How- 
ever, in the absence of proof of inten- 
tion not to enter a winning horse in 
another race in the same year, withhold- 
ing is required. Rev. Rul. 60-249. 
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IRS contends release of 
option was not a sale 


[THE COMMISSIONER HAS CHALLENGED a 
purported sale of an option on corpo- 
rate stock by the optionee to the op- 
tionor as being a mere release and a 
cancellation of contractual rights not 
qualifying as a “sale or exchange.” Tax- 
payers Earl A. and Carol M. Jensen 
(Tax Court Dt. No. 87037) reported 
gain on the disposition of their option 
as long-term capital gain and elected 
to report the gain on the installment 
deter- 
mined that the gain should have been 


basis. The Commissioner has 
reported as ordinary income in the year 
of disposition of the option. 

The facts revealed by taxpayers’ peti- 
tion are essentially these: Taxpayers 
loaned $30,000 to the owner of a dairy 
for use in his business. Taxpayers were 
given an interest-bearing note in the 
amount of the loan, plus an opiton to 
purchase 50% of the stock of the corpo- 
ration the borrower was forming to take 
over his dairy business. Several years 
later a purchasing cooperative desired 
to acquire the dairy business corpora- 
tion. Simultaneous with the installment 
purchase by the cooperative of 100% 
of the dairy corporation stock, taxpayers 
with the 


entered into an agreement 


optionor releasing their rights under 
the option to acquire 50% of the shares 
of the dairy corporation. Taxpayers were 
given negotiable interest-bearing in- 
stallment notes for the aggregate pur- 
chase price of their option. 

The basic theory of the Commission- 
er’s position appears to be that the 
transaction between the optionees and 
the optionor did not qualify as a sale 
or exchange but instead constituted 
only a release and cancellation of con- 
tractual rights. If there was no sale or 
exchange, then taxpayers’ gain on the 
transaction could not qualify as capital 


gain nor could taxpayers’ elect to report 


their gain under the installment method. 

Here may be another important case 
to. mark that fine line delineating trans- 
actions between parties to a contract, 
whether it be a lease, option, or other 
form of contract, that qualify as sales 
or exchanges and those that do not, with 
the consequence that gain from the 
latter is ordinary income. w 


Proportionate share of one 
surtax exemption allowed 


WHEN FOUR CORPORATIONS owned by the 
same stockholders agree to disallowance 
of the multiple surtax exemptions, the 
problem arises of how to compute the 
one surtax exemption to be allowed, as 
reported last month. Mr. Ernest R. Mor- 


tenson, Pasadena, California, attorney 


and author of “The Multiple Attack on 
Multiple Corporations,” 35 Taxes 647 
(1957), has the following comments: 

“There are presently pending in the 
Tax Court of the United States some 
88 petitions I have filed in a multiple 
corporation case (Shaw Construction 
Company, Inc., No.’s 68589, et seq.). 
In those cases the Commissioner has 
allowed each corporation 1/88 of the 
$25,000 exemption. The question you 
raise is not present in these cases. Some 
of the tax attorneys I have talked to 
think that James Realty Co. (CA-8, 
7/21/60) might stand for the proposi- 
tion that an individual is not entitled 
to the credits and exemptions accorded 
even one corporation if that corpora- 
tion is formed for tax purposes. I do 
not believe the Government will go 
that far. 

“Neither the wording of Section 269 
nor the Committee Reports are very 
helpful in determining how the deduc- 
tions, credits or other allowances are to 
be allocated. . .. Read the James Realty 
opinion carefully. Perhaps you can find 
more definitive answers in that case 
than I have been able to discover. It is 


my guess that both the Internal Rey. 
enue Service and the taxpayers’ advisors 
will play this by ear until we have 
Congressional clarification or further 
‘judicial legislation.’ ” % 


Revenue Agents must submit 
new form on expenses 


IN ADDITION to what appears to be a gen- 
eral tightening up on the requirements 
for substantiation of various business 
expenses for examinations conducted 
during the three months of October, 
November, and December this year, the 
Internal Revenue Service is requiring 
agents to submit a new Form 2895 with 
each examination that results in an ad- 
justment to entertainment, travel, or 
similar deductions. 

The form shows the type of business 
of the taxpayer, the type of return in- 
volved, and the total amount of busi- 
ness receipts. The agent, must also show, 
for 17 specific categories of expense, 
the amount of the deduction reported 
by the taxpayer, the amount of the ad- 
justment on examination, and whether 
or not the adjustment is agreed to. Some 
of the categories of expense are: meals, 
lodging, transportation, food and bever- 
ages, entertainment, theatre or _prize- 
fight tickets, club dues or initiation fees, 


conventions, hunting lodge, working 
ranch or farm, fishing camp, resort 


property, yacht or boat or similar fa- 
cilities, maintaining apartments and 
suites, and business gifts. Also, the agent 
must indicate a reason for the adjust- 
ment, such as personal expense, not sub- 
stantiated, or against public policy. 
Apparently this information will be 
forwarded to Washington from all dis- 
tricts and will be reviewed in conjunc. 
tion with the over-all study now being 
given by the Internal Revenue Service 
to the problem of information required 
in connection with these types of ex- 
penses and whether or not additional 
legislation is required to enforce the 
laws in this area. Congress in the past 
session called for such a study. * 


Trust value increase added 
to marital deduction trust 


IN THE CASE of a two-trust estate plan, 
under which there will be established 
a qualifying marital deduction trust and 
a residuary trust, it is quite common to 
attempt to minimize future estate taxes 
by allocating to the marital deduction 
trust the assets that have a relatively 
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limited growth potential and to the 
residuary trust the assets that will more 
likely increase in value. The reason, of 
course, is that the marital trust will be 
included in the wife’s estate but the 
residuary trust will not, even if the 
spouse is the life income beneficiary. 

In a recent case docketed before the 
Tax Court (Dt. No. 87073) the Commis- 
sioner has challenged the validity of such 
an allocation for purposes of computing 
the Federal estate tax on the death of 
the second spouse, the beneficiary of the 
marital deduction trust. 

The husband died in 1952, and the 
examination of his estate tax return was 
completed in 1955. The estate was then 
divided between the marital deduction 
trust and the residuary trust, of which 
the widow was also life income bene- 
ficiary. A formula marital deduction be- 
quest was used, bequeathing a dollar 
amount equal to half the adjusted gross 
estate. The trustee was given broad 
powers to allocate assets between the 
two trusts. 

The widow died in 1956. At the time 
of her death the deduction 
trust’s assets that were included in her 
taxable 


marital 
estate had appreciated very 
little. On the other hand, the residuary 
trust had enjoyed substantial growth. 
Upon examination of her estate tax 
return, the Commissioner has taken the 
position, which is unique so far as we 
know, that the appreciation must be 
allocated ratably between the two trusts. 
He ignores the actual allocation made 
by the trustee, trustee’s 
broad discretion to allocate assets in 


despite the 


establishing these trusts. 


Rule applies to cancellation 
of fee deducted but unpaid 


LAsT MONTH we presented the problem 
posed by the accrual of a legal fee ex- 
pense in a year when the taxpayer had 
no tax liability and the forgiveness of 
the debt in a later year. 

Professor Maurice H. Rich of New 
York University Graduate School of 
Administration, author of 
“How to Take Advantage of the Tax 
Benefit Rule,” P-H Tax Ideas, Para- 
graph 8058, comments: 


Business 


“The question seems to involve two 
points; namely, whether under the par- 
ticular circumstances the forgiveness of 
indebtedness would qualify as a gift, 
but in the event that it should not, 
whether the income would be exempt 
from tax under the ‘tax benefit’ rule. 


As to the first question, it would be 
necessary to know all of the facts in 
order to determine whether they would 
establish an intent by the creditor to 
make a gift; ie., that the cancellation 
was prompted primarily by a donative 
intent. Otherwise, under the broad sweep 
of the definition of ‘gross income,’ the 
item would be subject to tax unless 
otherwise excluded by law (e.g., under 
the tax benefit rule). 

“In my opinion, the tax benefit rule 
would be applicable to the type of situa- 
tion indicated, and the item, if other- 
wise includable in gross income, would 
be excludable under that rule: (1) The 
discharge of indebtedness may result 
in the realization of income; Reg. 1.61- 
12; cf. Jacobson (Sp. Ct. 1949); (2) Ex- 
clusion of income arising from cancella- 
tion of item previously deducted as an 


expense; Barnhart-Morrow (49 BTA 
590, 1942).” ve 


IRS will follow Becker 
to close pending cases 


ON THE BASIS OF the Second Circuit 
Court of Appeals decisions in Becker 
(4/5/60), the Internal Revenue Service 
has just recently authorized closing com- 
parable pending cases at the District 
Director level. 

The Becker case involved one of the 
so-called Livingstone transactions. To 
conserve space, we will not describe the 
particular transaction. A simple example 
of a typical transaction, however, would 
be: Taxpayer purchases $1 million of 
Treasury notes together with accrued in- 
terest for $920,000, borrowing 100% of 
the price to make the acquisition. Tax- 
payer prepays $60,000 of interest on 
this loan. The next year taxpayer sells 
the notes for $990,000, including ac- 
crued interest of $10,000. Taxpayer pays 
$15,000 additional interest expense, and 
after paying off his loan of $920,000 has 
net proceeds of $55,000. Taxpayer 
would have deducted interest of $75.- 
000 at ordinary income rates and re- 
ported $10,000 interest income at ordi- 
nary rates and a long-term capital gain 
of $55,000 at capital gain rates, thereby 
making money as a result of the tax 
rate differential, even though he sus- 
tained an economic out-of-pocket loss 
of $10,000 on the transaction without 
reference to the tax benefits. 

Heretofore, it has been the policy 
of the Service to permit conclusion of 
cases of this type at the level of the 
District Director only by “washing” the 
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transaction out of the return, that is, 
by disallowance of the interest deduc- 
tion and elimination of interest income 
and capital gain reported without any 
deduction for the economic loss sus- 
tained by the taxpayer in the trans- 
action. And this could only be done on 
the basis of a Closing Agreement. At 
the level of the Appellate Division simi- 
lar treatment was permitted on the 
basis of execution of Form 870AD; and, 
if the matter were in docketed status 
before the Tax Court, a similar closing 
of the issue was possible by stipulation 
in court. 

Now the Service will permit conclu- 
sion of these cases on the basis of (1) 
disallowance of the interest deduction, 
(2) elimination of any interest income 
reported, (3) elimination of the capital 
gains tax paid, and, in addition, (4) 
allowance of a deduction for any eco- 
nomic loss sustained by the taxpayer in 
the transaction as a capital loss, follow- 
ing the Becker decision. And most im- 
portant, this may be accomplished at 
the level of the District Director upon 
execution of only a Form 870, under 
which the taxpayer reserves his right to 
file claim for refund within a two-year 
period of having paid the tax. The 
allowance of the deduction as a capital 
loss for the economic out-of-pocket loss 
sustained by the taxpayer in the trans- 
action will be a short-term loss, if the 
transaction is governed by the 1939 
Code; if the transaction is governed by 
the 1954 Code, it may be short or long 
term, depending on whether the option 
expired after more than six months 
from its inception. a 





CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50th 
Street, New York 22. Replies should 
also be sent to this address. 











TAX ATTORNEY, age 31, LL.M., Law 
review, four years diversified experience in 
National Office, Chief Counsel, I.R.S., seeks 
position with law firm or corporation. Will 
relocate. Resume upon request. Box 521. 
CAPTIVE TAX GAINS. Life insurance 
consultant desires part-time position with 
a New York City law firm or corporation. 
Object: captive tax gains. Box 522. 
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ACCOUNTING—BOOKS 


Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Peel Jr., Fred W, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) $20. 

Wriggins J C & G B Gordon, Repairs 
vs. Capital Expenditures, Ronald 
Press Co. $10.00. Tax practitioners 
featuring tables of cases, showing 
taxpayer's arguments and court’s find- 
ings 


ACCOUNTING—ARTICLES 


Consolidated returns, cryptic ruling on, 
attempts to block tax avoidance, Leon 


Hariton, 13JTAX262, Nov60. 
Depletion, Supreme Court, in Cannel- 

ton, plus new law, brings radical 

change in, 13JTAX67, Aug.60 


Depreciation, Supreme Court rules on 


meaning of useful life and salvage 
value for, Myron Semmel, 18JTAX66, 
Aug.60 


Depreciation changes, ABA Tax Section 
may urge; replacement and salvage 
affected, 183JTAX147, Septé60. 

Depreciation changes, ABA Tax Section 
rejects most proposed, 13JTAX232, 
Oct60 

Depreciation changes, Treasury com- 
mences survey of, 13JTAX144, Sept60. 

Dividends, IRS denies credit for, paid 
over by short seller to stock lender, 
Leon Hariton, 13JTAX69, Aug.60 

Equipment 


lessees can schedule pay- 
ments, and deductions, to avoid 
tax hazards, Frank K. Griesinger, 
13J TAX226, Oct60 


Installment status of sale, payments by 
buyers on assumed mortgages can en- 


danger, Robert D. Miller, 13JTAX231, 
Oct60 
Interest, is it deductible only if the 
debt has a nontax profit purpose? 


—— H. Harrar, 13JTAX258, Nov 

Saneed property, new Regulations clar- 
ify loss on demolition of, William L. 
Raby, 13JTAX227, Oct60. 

Liro changes need IRS approval, says 
Tax Court in Harmon, Nicholas T. 
DeLeoleos, 183JTAX148, Sept60. 

Liro inventories involuntarily liquidated, 
Tax Section recommends relief for, 
13JTAX232, Oct60. 

Mortgages, how affect basis; rules are 
in accord with economic reality, Ray- 
mond Rubin, 183JTAX38, July60 

Natural gas tax benefits cut costs for 
rate purposes, 13JTAX268, Nov60. 

Net lease income is taxable as unrelated 
business income, 13JTAX229, Oct60 


Property tax, Code now denies double 
deduction for; other new provisions 
in new laws, 183JTAX266, Nov60. 

Reserves, how should dealers elect to 


handle under new law, 
berg, 183JTAX75, Aug.60 
Sublet leasehold, sale of, is capital gain; 
Tax Court reversed, Comment by 
Raymond Rubin, 13JTAX267, Nov60. 
Tax v. business accounting, CA-2, de- 
ferring accrual despite payment, splits 
on, 13JTAX230, Oct60 
Vacation pay swept under 


Arno Herz- 


the rug 


again, 13JTAX148, Septé60. 
COMPENSATION 
Contingencies in deferred compensation 
agreements may still be wise pre- 


caution, Richard H. Appert, 13JTAX 
122, July60 

Drysdale deferred-compensation trust 
‘? strengthened, 13JTAX177, Sept 


Medical care for the aged; tax legisla- 
tion stymied by, 13JTAX15. July60 

Options outside 421, Regs. on, apply to 
employees only, 13JTAX293, Nové60. 

Pensions costs, slow vesting can cut, but 
IRS opposes it for small firms, Harold 
W. Chatterton, 183JTAX218, Oct.60. 

Section 421, IRS won't bar retroactively 
options tied to its valuations, 13 
JTAX177, Sept60. ke 

Stock option plans, SEC division report 
scores, 183JTAX2938, Nov60. 


CORPORATIONS—ARTICLES 


Capital gain allowed in partial liquida- 
tion, 183JTAX245, Oct60. 

Creeping acquisition of corporation con- 
trol may imperil non-taxability, Thos. 
J. Henry, 183JTAX5, July60 

Loans of property, taxable effect of, by 
stockholders to corporations, 13JTAX 
107, Aug.60 

Loss carryover deduction, Tax Court 
denies to corporation acquired by new 
owner, 13JTAX106, Aug.60 

Multiple corporations, IRS finds sup- 
port in courts for attacks on, 13 
JTAX297, Nové60. 

Pelton decision, CA-1 “expressly dis- 
approves” Tax Court’s, Comment by 
John L. Palmer, 13JTAX301, Nov60. 

Reorganizations, to qualify for Sub- 
chapter S must they have business 
purpose, Eugene C. Roemele, 183JTAX 
102, Aug. 60 

Stock dividend issue expenses are not 
deductible, IRS wrong in ruling that, 
Gerald J. Kahn, 18) TAX246, Oct.60. 

Tax techniques of acquisitions of close- 
ly held investment companies, Richard 
L. Greene, 18JTAX2, July60 

Thin incorporation safety, intent test 
grows as determinant of; recent cases 
guide, Jack Sidney Morris, 13JTAX 
130, Sept60. 

collapsible corps. 

Collapsibility, post-construction decision 


to sell avoids, CA-3 says, James T. 
Wilkes, Jr., 18JTAX244, Oct60. 
liquidations 
Rights to income are distributed in 
liquidation, tax planning is _ vital 
when, John P. Miller, 13JTAX194, 
Nové60. 
DEDUCTIONS &G EXPENSES—ARTICLES 
education 


Education costs related to job, IRS and 
Tax Court are unclear on tax treat- 
ment of, Stanley Hagendorf, 12JTAX 
353, June60, 3pp 


travel and entertainment 

Entertainment, meals; Tax Court says 
can’t deduct own on one-day trip, 
12JTAX312, May60, 2pp 

Expense account reporting, IRS clari- 
fies rules on 12JTAX316, May60, Ip 

Expense accounts, an executive reports 
on how new rules will affect corpo- 
rations, 12JTAX141 

Report on IRS new policy of requiring 
employers to report expense account 
payments on their tax returns, 12 
JTAX116, Feb60, Ip 

Travel & entertainment expenses; fight- 
ing a case requires a good knowledge 
of the cases, Clifford G. Ward, 12 

JTAX158 
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Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Taxation, Cal- 


laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 
Lasser Institute J K, How to Save 
Estate and Gift Tazes, American 


Research Council, Inc., $5.95. 

Lasser Institute J K, 53 New Plans For 
Saving Estate and Gift Taxes, Ameri- 
ean Research Council, Inc. (Larch- 
mont, N. Y.) $5.95. 

Lasser Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Estate and 
or Taxes, Prentice-Hall, (Englewood 

iffs) 

Michaelson A M, Income Tazation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

Trachtman J, Estate Planning, Prac- 
ticing Law Institute (New York, 
1959) 178pp, $2.50 

Spinney R, Estate Planning, Quick Ref- 
erence Outline, 6th ition, 1959, 
Commerce Clearing House, $1.50, 96pp 

Wormser R A, ormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 
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ESTATES—ARTICLES 


Closely held stock, valuing for estate 
, tax; the partisan approach, George L. 
ei TAX138, Sept60 

Estate tax, State Street Trust erred 
in basing on administrative powers, 
13I TAX 38, July60 

Executive’s estate, use of trusts advan- 
tageous, Peter Miller and George E. 
Zeitlin, 12JTAX130 

Foreign-situs trusts, IRS clarifies, as 
bi end some tax benefits dies, 
Alan H. Hammerman, 138JTAX199, 
Oct60. 

Lifetime gifts offer larger tax savings 
than charitable bequests of art works, 
David P. Wood, Jr., 183JTAX202, Oct 


60. 

Marital-deduction property can _ kill 
estate and income deductions, Richard 
G. Hewitt, 13JTAX285, Nov60. 

Marital deduction, utmost care is needed 
in qualifying insurance for the, C. 
Ives Waldo, Jr., 183JTAX280, Nov60. 

Multiple trust proposals would open 
loopholes, Advisory Group man says, 
12JTAX366, June60. 

Pecuniary marital deduction; new rul- 
ing highlights dangers in, Christian 
M. Lauritzen I], 13JTAX46, July60 

Powers, attribution of income, multiple 
trusts, changes foreseen in taxes on, 
William K. Stevens, 18JTAX88, Aug. 
60 

Rearranged property, avoid gift tax on, 
18JTAX127, Aug.60 

Short-term trust solves four typical 
family financial problems, oin- 
dexter. 12JTAX286, May60, 2pp 

Tax saving, who gets when estate ex- 
penses are claimed for income tax, 
Loren Juhl, 13JTAX92, Aug.60 

Will, faulty draftsmanship of increases 
taxes, 183JTAX140, Sept60. 


EXCISE 


Cabaret tax, liability for, depends on 
time of service and collection, Burton 
L. Graubart. 13JTAX223, Oct60. 


EXEMPT ORGANIZATIONS—BOOKS 

Webster G D, Federal Tax Aspects of 
Association Activities, 1l4pp, $4.50, 
Current tax situation; the Code and 
a and how they are ap- 
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EXEMPT ORGANIZATIONS—ARTICLES 


Charitable gifts of unusual properties 
spurred by tax advantages, James W. 
Quiggle and John Holt Myers, 13 
JTAX96, Aug.60 

Operating policies that endanger an 
organization’s tax exemption, how to 
avoid Walter A. Slowinski, 13JTAX 
169, Sept60. 


FARMERS—BOOKS 


Halstead H M, Federal Income Taxation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
12%pp, $3.00 


FARMERS—ARTICLES 


Cooperatives, possibility foreseen for ac- 
ceptable compromise on taxation of, 
13JTAX122, Aug.60 


FOREIGN 


Alien financial structures create tax 
problems for U. S., 183JTAX121, Aug. 


6 

Canadian funds, how elections & or- 
ganization details affect tax benefits 
of, 183JTAX187, Septé6d. 

Diamond W H, Foreign Tax and Trade 
Briefs, Matthew Bender & Co., (New 
York) 1 vol, (loose-leaf) $50, in- 
cludes service for one year. The tax 
structure of 71 countries. 

Foreign Investment and Tazation, In- 
ternational Program in Taxation, 
Harvard University, (Cambridge), 


Friedmann W G & Pugh R C, Legal 
Aspects of Foreign Investment, taxes 
on profits and dividends, Little, 
Brown & Co. 812pp, $20.00. 

Grossing up income for foreign tax 
credit stirs controversy, 12JTAX364, 
June 69. 

International Tax Agreements, Vol. V1, 
Columbia University Press, (New 
York, 1958) 384pp, $2.50, Classified 
chronological listing 

Mexico, tax incentives for industry in, 
12JTAX252, Apr60, lp 

“Real property,” double estate tax pos- 
sible with unclear, 13JTAX251, Oct60. 


Resident aliens’ returns, elementary 
rules are complex for, 13JTAX120, 
Aug.60 


Subsidiary, shareholders must now re- 
port creation of foreign, Comment by 


Martitn Lore, 13JTAX316, Nové9, 
Tax Factors in Basing Internation 
Business Abroad, International Py. 
gram in Taxation, Harvard Univer. 
sity (Cambridge), $5.00 
Tax planning can increase profit from 
doing business in European Comm. 
R. Palmer Baker, Jr., 123TAX 

281, May60, 4pp 


FRAUD—BOOKS 


Balter, Fraud Under Federal Taz Ley, 
Second Edition, 1953, Commerce Clear. 
ing House, $7. 50, 495pp 

Balter, Tax Fraud: What th 
Practitioner Needs to Know to Pr. 
tect His Client, The Journal of Tax. 
tion, (New York, 1957) 96pp, $2.09, 
Articles originally published in Th, 
—* i. a “Practitioner? 
Guide 

ee cis 

Civil or criminal trial first? A close and 
difficult question, Robert M. Schmitt, 
12JTAX347, June60, 2pp. 

Counsel, choice of in fraud investiga. 
tions. CA-5 voids restriction on, 1} 
JTAX25, July60 

Deductibility of the “‘necessary”’ expense 


incurred in tax fraud, guides for, 
Harry Graham Balter, 13JTAX6, 
Nov60. 


Defense of civil fraud is still formid. 
able task though new cases limit IRS, 
Arnold R. Cutler, 12JTAX276, Mayéi, 
4pp 

Evasion, conference misstatement ly 
unwary taxpayer may extend time 
on, 138 JTAX304, Nov60. 

Immunity for voluntary disclosure should 
be in Code, ABA Section says, If 
JTAX252, Oct60. 

IRS Intelligence Ag ae E —_ 
and builds up a rth 
Leonard Railin, 13STAXI7, Tuy 
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Life and group insurance benefits, new 
tax opportunities and pitfalls in m. 
signments of, Harry Yohlin, 13JTAX 
180, Sept60. 


INVENTORY—BOOKS 


Butters J K, Effects of Taxation; I 
ventory Accounting and Policies, Har- 
vard (Cambridge, 1949), 330pp 
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carryback & carryover 
British Motor loss carryover denied; Tar 
Court reversed, 13JTAXS8, July60 
Loss carryovers through  reorganim 
tions; proposed regulations show 
for care, Paul A. Teschner, 12JTA 
322, June 60, 4pp 
es, new Regulations specific a 
casualty, other losses, 12JTAX144 
Tax Court again allows loss carryover 
against acquired company’s new in 
come, 12JTAX271, May60, 2pp 


MINING 


Mining, new Regs. clarify difficult areas 
election required, Sherfy & O'Brien 
12JTAX240, Apr60, 4pp 

OIL, GAS AND MINERALS— BOOKS 

Breeding & Burton, Taxation of Oil 
Gas Income, Prentice-Hall, (Engle 
wood Cliffs). 

Fiske, L E, Federal Taxation of Oil ani 
Gas Transactions, Matthew Bender 4 
Co., $25.00 


OIL, GAS AND MINERALS—ARTICLE 


ABC deal, how to determine whethd 
tax saving makes worthwhile, Erne 
L. Minyard, 12JTAX290, May60, 4pp 

Intangible deduction may now be givel 
to carried interest, Stanley C. Simoq 
12JTAX184 


PARTNERSHIPS—BOOKS 


Aronsohn A J B, Partnerships, Pm 
ticing Law Institute, (New York, 
vised to October 1958) 108pp, $2. 








Willis, Handbook of Partnership T 
tion, Prentice-Hall, (Englewood Cli 
1957) 585pp, $15.00. The author 
chairman of the advisory group 
Subchapter K (partnerships) 
pointed by the House Ways 
Means Subcommittee on Internal 
enue Taxation 
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Capital gain on death of pa 
affected by time of sale, 13J TAX! 
Aug60 

Goodwill, IRS agrees CPA firm 


saleable goodwill; caution urged 
sale, W. Fletcher Hock, 12JTAX 
May 60, 2pp 
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Kintner Regs., hearings develop opposi- 
tion to, 12JTAX217, Apr60, lp 
Professional firm, tax planning for, 
Laurens Williams, 12JTAX212, Apr 
60, 6pp 

W&M proposed simplified reporting 
seen as new trap for partners, 12 
JTAX361, June 60. 


pAYROLL—ARTICLES 


Alaska’s Employment Security Law, re- 

cent changes in, 13JTAX125, Aug.60 
(nemployment insurance, is company- 
enforced retiree eligible for? Many 
cases but rule not fixed, 12JTAX378, 
June60. 


PENSION AND PROFIT-SHARING 
PLANS—BOOKS 


Gordon G B, Profit Sharing in Business 
and Estate Planning. A _ study of 
profit-sharing from the viewpoint of 
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